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HEARING ON STATE OF THE ECONOMY AND 

BUDGET 


THURSDAY, SEPTEMBER 28, 2006 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 9:58 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Judd Gregg (Chair- 
man of the Committee) presiding. 

Present: Senators Gregg, Alexander, Grassley, Allard, Conrad, 
Sarbanes, and Murray. 

OPENING STATEMENT OF CHAIRMAN GREGG 

Senator Gregg. I believe we are going to get started even though 
it is a few minutes early, if that is agreeable to Senator Conrad. 

We appreciate Dr. Lazear coming today and we appreciate the 
other witnesses who are on our second panel joining us. I would at 
the opening make the point that, unfortunately, we did not receive 
Dr. Lazear’s statement until just a few minutes ago. That is unfor- 
tunate, because the Democratic membership has a right to the 
statement 24 hours before the hearing, and the Administration 
really doesn’t do itself any good by not getting those statements up 
here in a timely manner. It is really unfair to the minority not to 
get them. 

So I would hope that this would not be a recurring event, and 
on behalf of at least the majority of the Senate, we apologize to the 
minority for not having the statement. 

Senator Conrad. Mr. Chairman, might I inquire? What is the 
rule of the Committee with respect to testimony before the Com- 
mittee? 

Senator Gregg. I believe it has to be filed 24 hours before the 
testimony is presented. Is that correct? You probably know more 
than I do. 

Senator Conrad. I think that is the rule, and what is the con- 
sequence for a failure to adhere to the rule? 

Senator Gregg. I have no idea. 

Dr. Lazear. The consequence is the dissolution of the hearing, if 
I am not mistaken. 

Senator Gregg. The problem would be then we would never get 
anybody to testify. They would never send in their testimony. 

Senator Conrad. It may be a valuable lesson to send if we are 
going to have these hearings and they are going to be meaningful. 
I have not had a chance to read three paragraphs of the testimony 
before we hear it here, which makes it difficult to prepare ques- 

( 1 ) 
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tions, makes it difficult to prepare a response. I am not going to 
insist on imposing the rule here, but I would send a message that 
I may not always be so tolerant. 

I think we have the rule for a reason and it is a good reason. 
So we will go forward. I thank the chairman for his explanation of 
the situation as well. 

Senator Gregg. I appreciate it and I appreciate the Senator al- 
lowing us to go forward, because I think it would be within his 
rights to state that the hearing shouldn’t go, and that would mean 
we wouldn’t be able to give opening statements, which would mean 
we would miss potentially thousands of charts. We do appreciate 
the minority’s allowing us to move forward and waiving that right. 

I want to start my opening statement and talk a little bit about 
what this hearing is about, which is the state of the economy, spe- 
cifically the effect on the economy of the tax cuts which were put 
in place by this Administration. There has obviously been a lot of 
representations of what these tax cuts have and have not done, and 
I am sure the Senator from North Dakota will have a differing 
view than I do, but if we look at the facts on the ground, and 
maybe we can put the first chart up, the economic growth, we have 
seen now 18 consecutive quarters of economic growth, significant 
economic growth. This came in light of a period when this Adminis- 
tration came into power, came into office, that was extremely dis- 
ruptive for our economy. We have had the internet bubble, which 
burst which was a dramatic event economically in and of itself and 
should have led to a severe recession. We had the attack of 9-11, 
which was a hugely disruptive event to our culture and to our econ- 
omy. And those two things coupled together, basically in a regular 
economic cycle would have led, I believe, to a very dramatic and 
significant decline in the economy and recessionary event of signifi- 
cant proportions. 



What happened, however, was that because we put tax cuts into 
place, actually at the right time, which was right at the beginning 
of this Administration and before 9-11, some of them anyway and 
some right after, that we were positioned to give the economy some 
lift through tax incentives and create an atmosphere for more en- 
trepreneurship and more investment, and as a result, it created 
more jobs. In fact, over that period, we have created 5.7 million 
jobs just in the last 36 months. That is pretty significant, 5.7 jobs 
as this chart would show. That is a pretty significant increase in 
the number of jobs. 
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The practical effect of that, however, is even more important, be- 
cause not only does it give people jobs, what the practical effect of 
making these tax cuts has been has been that revenues have 
jumped radically over the last 2 years, especially as the economy 
has recovered. We have seen the two largest increases in years of 
revenue increase in our history, and the effect of that revenue in- 
crease has been that the deficit has dropped significantly, down 
from an estimated 450 billion, approximately, to about 270 billion, 
depending on where we end up this year. That is because the econ- 
omy is moving aggressively forward. People are working and people 
are investing and there is a tax atmosphere out here which encour- 
ages that. 



600 


More Than 5.7 Million Jobs Created 
in Last 36 Months 



Source: BLS 


Now, some have said that during this period, there has heen less 
of a wage growth. Actually, real compensation under this time- 
frame has exceeded the same type of period under President Clin- 
ton’s timeframe. Real compensation is a function not only of actual 
wages, but it is a function of benefit structure. 



Real Compensation Per Hour Higher Now than Under 
President Clinton 



Source. BLS, Nonfarm Business Sector, Real Compensation Per Hour 
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In addition, some have said that these tax cuts have inordinately 
benefited the wealthy. Well, the numbers don’t support that either. 
In fact, these tax cuts have benefited dramatically all Americans 
by generating more economic activity and more revenue to the Fed- 
eral Government, and the wealthy in this country are now bearing 
a higher percentage of the tax burden, income tax burden, than 
those people bore during the years of the Clinton years. People in 
the high income brackets are paying almost 85 percent of the tax 
burden today, 85 percent. 
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HIGH INCOME TAX PAYERS BEAR A 
GREATER BURDEN UNDER BUSH 
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Do you have the comparison of the Clinton years? 

During the Clinton years, the people in the high income brackets 
bore about 81 percent of the tax burden. Today, people in high in- 
come tax brackets are bearing 85 percent of the tax burden. 

Why is that? It is very simple. When you make taxes fair, people 
invest in activity that is taxable. When taxes are excessively high, 
people avoid taxes. High income people know how to avoid taxes. 
They invest in shelters, basically, in various vehicles that will keep 
them from having to bear a tax burden that they consider to be too 
high. When you make the tax burden reasonable, they are willing 



to take the cost of that tax burden as a cost of doing whatever their 
investment is. 

So the Federal Government receives more revenue. It is a very 
simple function of human nature, and it is reflected dramatically 
in these figures, which show that under the President’s tax cuts, 
we actually now have high income taxpayers in this country bear- 
ing a larger percentage of the cost of income taxes than they did 
under the Clinton Administration. 

In addition, another interesting fact is that under the Bush tax 
cuts, low income taxpayers, and that was the chart that was up 
there before, are actually receiving — low income taxpayers, the peo- 
ple in the bottom 20 percent, don’t actually pay taxes on the whole, 
income taxes. They receive earned income tax credits, basically, 
which is a payment to them, and then actually that has increased 
also under this Presidency. So the people in the lowest quadrant 
of income are receiving more back in benefit than they did in the 
Clinton years. People in the highest quadrant of income are paying 
more as a percentage of the burden of taxes than they did in the 
Clinton years. 
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So we have actually, by cutting tax rates and making them fair 
and getting people to do more economic activity and generate more 
revenue for the Federal Government and at the same time gener- 
ating more taxes being borne by high income people because they 
are not avoiding taxes, we have actually made the tax laws in this 
country significantly more progressive than they were under the 
Clinton Administration. Now, that is counterintuitive to the “New 
York Times”, but it is the fact. The simple fact is that by reducing 
taxes and making them fair, we have created an atmosphere where 
high income people are picking up more of the tax burden, low in- 
come people are getting more back out of the Federal Government, 
and we have created more jobs, more revenue, and more economic 
activity than any time in our history. 

That is all pretty good news, and I know my colleague from 
North Dakota will have a different take on this, but those are the 
facts and they are pretty good facts. So I will yield at this time to 
my colleague for his perception. 

[The prepared statement of Senator Gregg follows:] 
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I thank our distinguished witnesses for taking the time to meet with us today. It is now 
the end of the fiscal year, which is an excellent time to reflect on the economy and focus 
on future fiscal policy. 

Following a series of severe economic challenges - 9/1 1, the internet bubble, and 
corporate scandals ■ the economy has rebounded well due to Republican pro-growth tax 
policies that have bolstered economic productivity, job creation and tax revenue. 

Since August 2003, die economy has grown at an average annual rate of 3.7% and 5.7 
million new jobs have been created. This has generated a record real increase in tax 
revenues, lowering earlier forecasts of budget deficits by more than 20%. Household net 
worth is a record high, homeownership is near record levels, and energy prices are 
dropping. 

Americans are better off now than they were under the Clinton Administration. Since the 
2003 tax cuts, total tax receipts have increased at a faster compound annual rate than 
when taxes were raised by President Clinton in 1993. Under President Bush, total worker 
compensation is up 20% and lower-income Americans are paying jess in income tax dian 
they were during the Clinton Adminisffation. 

Despite liberal allegations to the contrary, the highest-income Americans continue to 
shoulder the greatest share ofthe tax burden: 84.9 percent of all individual Income tax is 
paid by the hi^est-income Americans. Low-income Americans pay virtually no income 
taxes, and in many cases actually receive payments through the tax system. 

It is critically important to the future of the economy that we maintain the pro-growth 
environment. Tax cuts set to expire over the next few years should be made permanent. 
Saddling businesses and taxpayers with a higher tax burden that will slow the economy is 
in no one’s best interest. 

I would like to thank the witnesses for joining us today and I look forward to hearing 
their testimony.. 
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OPENING STATEMENT OF RA NK ING MEMBER KENT CONRAD 

Senator Conrad. Well, I enjoyed this presentation very much. 
They are facts, but I would say highly selective and leave out a lot 
of things, and now for the rest of the story. 

First of all, I always enjoy these hearings and I appreciate the 
chairman calling this one, because this really is an important dis- 
cussion for us to have. Let us go back in history and recall what 
occurred. It was not the case in 2001 that you were for tax cuts 
and we were against tax cuts. In fact, the proposal that I put be- 
fore our colleagues was for 900 billion of tax cuts. The President 
proposed about twice as much. 

So the question was, first of all, the size of the tax cuts and what 
kind of tax cuts should there be. The tax cuts the President advo- 
cated were much larger in amount, and the President’s tax cuts 
were much more heavily skewed to the wealthiest among us. The 
tax cuts that we proposed on our side were more affordable, and 
certainly in light of history, that is clearly the case, and they were 
also geared to the middle class. I would argue that is where we get 
the biggest bang for the buck. 

The second question is the revenue chart that the chairman put 
up, talking about revenues I don’t know if you put up a chart or 
just talked about revenues going up, but the rest of the story here 
is what happened to real revenues adjusted for inflation since 2000: 
The fact is we are just now getting back to the real revenues that 
we had in 2000. There hasn’t been some giant run-up in revenue. 
Please. The last few years, revenue has gone up, but from a very 
low base, much lower than the revenue that we had in 2000. 
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So this talk about a dramatic rise in revenues, please. The fact 
is we are just now getting back to the real revenues we had 7 years 
ago. 

Let us go to the question of deficits. The chairman talked about 
big improvements in deficits; well, yes, a big improvement from the 
worst deficits we have ever had. You know, 2 years ago, the deficits 
were higher than they are now. They were the highest they have 
ever been, but compared to 6 years ago when we had surpluses, 
these deficits are terrible, and the deficits understate the serious- 
ness of the situation. 
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Dramatic Deterioration 
in Budget Picture 


Well, just to make the point, the first year of this Administration 
where they inherited the fiscal policies of the previous Administra- 
tion, we had a surplus. Now with the fiscal policies of this Adminis- 
tration, we have run up four of the largest deficits in the country’s 
history, and the deficit substantially understates the red ink, be- 
cause while the deficit is projected to go up by 260 billion dollars 
this year, the debt is going to increase by $560 billion dollars. 
When you measure that against GDP, we find that we are over 4 
percent of GDP, debt increasing by over 4 percent of GDP. 
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Let us go to the next chart. Just visually, here is what is hap- 
pening to the debt of the country under the policies of our col- 
leagues on the other side under this Administration: The debt at 
the end of the President’s first year — we don’t hold him responsible 
for the first year — was 5.8 trillion dollars; at the end of this year, 
eight and a half trillion dollars, and if we follow the President’s 
plan, 11.6 trillion dollars 5 years from now. That is about a dou- 
bling of the debt of the country and at the worst possible time, 
right before the baby-boomers retire. 
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Let us go to the next slide if we could. I asked my staff to go 
out and look and find out how much borrowing this country is 
doing in comparison to other countries, and here is what we found: 
In the last year, according to the International Monetary Fund, we 
borrowed 65 percent of all the money that was borrowed by coun- 
tries in world, 65 percent. That is utterly unsustainable. That is 
what the Controller General of the United States is telling us, this 
is an unsustainable path, and indeed it is. The next biggest coun- 
try, by the way, in terms of borrowing was Spain at 6.8 percent, 
one-tenth of the borrowing that we are doing. 
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Now let us go to the next one. The “Wall Street Journal” of yes- 
terday had this warning from the Economic Forum: “The Economic 
Forum warns that the U.S. has budget deficits that will bring ill 
effects.” And it reads: “The U.S.’s huge budget deficit threatens to 
make the country’s economy less competitive according to the study 
by the World Economic Forum. The institute’s annual study of 
global competitiveness says the U.S. economy is the sixth most 
competitive in the world, slipping from first place last year.” So we 
slipped five places in a year. “Slipping from first place to last in 
last year’s ranking, a result of mediocre scores from its public fi- 
nancing.” 

They went on to say: “Serial budget deficits in the U.S. have lead 
to rising public debt, which means an increasing portion of govern- 
ment spending goes toward debt service. That means less money 
available for spending on infrastructure, schools, or other invest- 
ments that could boost productivity. Heavy government borrowing, 
which means competing for money in financial markets with the 
private sector, also tends to drive up businesses’ borrowing costs.” 
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™ WALL STREET JOURNAL. 

Economic Forum Warns U.S. 
Of Budget Deficit’s 111 Effects 


By Marcus Walker 
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Switzerland ranlre No. 1 In this 
year's survey, thanks to what Uie forum 
sees as a combination of efficient public 
administration and flexible markets. 
Three Nordic countries-FInland, Swe- 
den and Denmark-come next, followed 
by Singapore and the U.S. 

The com^titiveness study ranks coun- 
tries according to a range of criteria-in- 
cludii^ macroeconomic policies, market 
regulations, technological development, 
education systems and public institutions- 
that the forum believes influence an econ- 
omy’s level of productivity, and thereby 
its ability to sustain economic growth 
over many years. The ranking combines 
economic indicators with the findings 
from a survey of business executives. 

“The U.S. remains a very competitive 
economy.” said August© Lopez-Ciaros, the 
forum’s chief economist. “It leads in inno- 
vation and patent registrations, has some 
of the best universities In the world, and it 
has extremely high levels of collaboration 
between universities and Industry," he 
said. “However, how you manage your 
public finances is very important." 
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Middling scores were awarded to the 
fast-growing emerging economies of the 
woiid considered to be changing the eco- 
nomic balance of power: India ranks 43rd 
out of 125 countries in the survey, China 
ranks 54th. Russia ffind and Brazil 66th. 

Russia and China, despite good scores 
for macroeconomic management, are 
marked down for a lack of transparency 
and even-handedness in their public insti- 
tutions, including their bureaucracy and 
judiciary, and for protections for property 
rights. Brazil is making progress on im- 
proving its public finances, but at too slow 
a pace, according to Mr. Lopez-Ciaros. Of 
the four countries, only India improvedits 
ranking in the survey this year. 

Although many economists and inves- 
tors believe economic output in these four 
countries will overtake that of most of the 
world’s established economic powers by 
midcentury, the World Economic Forum 
warns that the emerging economies’ 
growth could hit barriers uniess they de- 
velop more-efficient public institudons. 


Let us go to the question of jobs, the jobs chart if we could. There 
is a lot of talk about jobs and how the economy is improving. The 
fact is 74 percent of people in this country believe that jobs are not 
plentiful or are hard to get. Only 26 believe that jobs are plentiful. 
That is according to the Conference Board. 



Let us go to the next. Consumer confidence has never recovered 
under President Bush. In January 2001 when he took over, con- 
sumer confidence was 115.7, again according to the Conference 
Board. Now in September of this year, it is 104.5. That is almost 
a 10 percent decline. If we compare job creation under this Admin- 
istration to the previous Administration for the first 67 months, we 
see under the Clinton Administration, 16.6 million jobs were cre- 
ated. Under this Administration for that same period, 67 months, 
three million jobs have been created, about one-fifth of the jobs cre- 
ated, actually less than one-fifth of the jobs created under the Clin- 
ton Administration in its first 67 months. 
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Consumer Confidence Has Never 
Recovered Under President Bush 


(Index. 198S=100) 


January 

2001 


September 

2006 


Source: Cortference Board 
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Job Creation Weak Under 
Bush Administration 

^Millions of new jobs) ‘ , - 



What is most interesting, of course there have been jobs created 
now that we are in an economic recovery. That always happens. 
What is the real test is how does this recovery compare to previous 
recoveries, and by that standard, what we see is job creation is lag- 
ging far behind the average of all of the major recoveries since 
World War II. We have had nine major recoveries since World War 
II. The pattern of average job creation is the red line. The black 
line is job creation in this recovery, and this recovery is running 
6.7 million private sector jobs short of a typical recovery. Some- 
thing is wrong. 
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Average of 9 Recessions 

Since World War II 


8.7 Miliiofi Private- 
Sector Jobs Short 
of Typical Recovery 


March 2001 to 
August 2006 
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Let US go to the next. Business investment, again looking at the 
typical recovery, the average of the nine previous recoveries since 
World War II is the dotted red line. This recovery is the black line. 
On business investment, we are running 72 percent behind the typ- 
ical recovery since World War II. Something is wrong. 
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Average of Nine Previous 
Business Cycles * 


72% Less 
Business 
Investment 
Growth 


First Quarter 2001 to 
Second Quarter 2006 


Business Investment Lags 
Behind Typical Recovery 


(Real Business Investment, Percent Change from Business 


Real GDP growth lags behind the typical recovery as well. The 
average in the nine recoveries since World War II, GDP growth of 
3.2 percent; this recovery, 2.8 percent. 
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Real GDP Growth Lags Behind 
the Typical Recovery 


(Avef^96\annua) percentage growth) 


Let us go to median household income. Median household income 
in 2000 was $47,599; this year, $46,326. So real median household 
income has declined by almost $1300. 
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Real Median Household Income 
Declines by Almost 
$1,300 Under Bush 


t200Sconstaiit dollars) 


Look, this recovery — the facts I think are very clear — is not per- 
forming as previous recoveries have, No. 1. No. 2, we are running 
up debt at an alarming rate. It took 42 Presidents 224 years to run 
up a trillion dollars of debt held by foreigners, U.S. debt held by 
foreigners. This President has more than doubled that amount in 
just 5 years. This is an utterly unsustainable course, and the ques- 
tion is what are we going to do about it. 

I would suggest to my colleagues neither party can do this job 
alone. What we really require is a bipartisan comprehensive plan 
to get this country back on track, and I know my colleague, the 
chairman, is interested in that approach. I certainly am, and I hope 
we can get to it. 

I thank the chairman. 

[The prepared statement of Senator Conrad follows.] 
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Transcript of Remarlu by Senator Kent Conrad (D-ND) 
at Senate Budget Committee Hearing on the State of the Economy and Budget 
September 28, 2006 


Oneninff Statement 

Well, I have enjoyed this presentation very much. They are facts, but I would say highly 
selective and they leave out a lot of things. And now for the rest of the story. 

First of all, I always enjoy these hearings and I appreciate the Chairman calling this one 
because this really is an important discussion for us to have. 

Let’s go back in history and recall what occiured. It was not, in 2001, a case of you were 
for tax cuts and we were against tax cuts. In fact, my proposal that 1 put before my colleagues 
was for $900 billion of tax cuts. The President proposed about twice as much. So the question 
was, first of all, the size of the tax cuts and what kind of tax cuts should there be. The tax cuts 
the President advocated were much larger in amount and the President’s tax cuts were much 
more heavily skewed to the wealthiest among us. The tax cuts that we proposed, on our side, 
were more affordable and certainly, in light of history, that’s clearly the case. And they were also 
geared to the middle class. And I would argue that’s where you get the biggest bang for the 
buck. 


Second question is the revenue chart diat the Chairman put up talking about revenues, or I 
don’t know if you put up a chart or just talked about revenues going up, but the rest of the story 
is, here is what’s happened to real revenues, inflation adjusted, since 2000. The fact is we’re just 
now getting back to the real revenues that we had in 2000. There hasn’t been some giant run-up 
in revenue, please. The last few years, revenue has gone up but from a very low base. Much 
lower than the revenue that we had in 2000. So this talk about the dramatic rise in revenues, 
please, the fact is we are just now getting back to the real revenues that we had seven years ago. 

Let’s go to the question of deficits. The Chairman talked about big improvements in 
deficits. Well, yeah, big improvement from the worst deficits we’ve ever had. You know, two 
years ago, the deficiK were higher than they are now, they were higher than they’ve ever b^n. 
But compared to six years ago, when we had surpluses, these deficits are terrible. And the 
deficits understate the seriousness of the situation. Just to rivet the point, I mean, the first year of 
this Administration, where they inherited the fiscal policies of the previous Administration, we 
had a surplus. Now, with the fiscal policies of this Administration, we have ran-up four of the 
largest deficits in the country’s history. 

And the deficit substantially understates the red ink. Because, while the deficit is 
projected to go up by $260 billion this year, the debt is going to increa.se by $560 billion. When 
you measure that agaitBt GDP, you find that we are over 4 percent of GDP • debt increasing by 
over 4 percent of GDP. 

Let’s go to the next chart, just visually here’s what’s happening to the debt of the country 
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under the policies of our colleagues on the other side and under this Administration. The debt at 
the end of the President's first year, we don't hold him responsible for the first year, was S5.8 
trillion, the end of this yearSS.S trillion, and if we follow the President’s plan $11.6 trillion five 
years from now. That is about a doubling of the debt of the country - and at the worst possible 
time, right before the baby boomers retire. 

Let’s go to the next slide, if we could, 1 asked my staff to go out and look and find out 
how much borrowing this country is doing in comparison to other countries and here’s what we 
found. In dre last year, according to the International Monetary Fund, we borrowed 65 percent of 
all the money that was borrowed by countries in the world - 65 percent. That is utterly 
unsustainable. That’s what the Comptroller General of the United States is telling us - this is an 
unsustainable path - and, indeed, it is. The next biggest country, by the way, in terms of 
borrowing is Spain at 6.8 percent - one tenth of the borrowing that we’re doing. 

Now, let’ s go to the next chart, the Wall Street Journal, of yesterday, had this warning 
from the [World] Economic Forum. The economic forum warns that the U.S. has budget deficits 
that will bring ill effects and it reads; “the U.S.’s huge budget deficit threatens to make the 
country’s economy less competitive, according to the study by the World Economic Forum. The 
institute’s annual study of global competitiveness says the U.S. economy is the sixth most 
competitive in the world, slipping from first place last year.” So, we shpped five places in a year, 
“...slipping from first place in last year’s ranking, a result of mediocre scores for its public 
financing.” They went onto say; “... serial budget deficits in the U.S. have led to rising public 
debt, which means an increasing portion of government spending goes toward debt service that 
means less money available for spending on infrastructure, schools, or other investments that 
could boost productivity. Heavy government borrowing, which means competing for money in 
financial markets with the private sector also tends to drive up business’ borrowing costs,” 

Let’s go to the question of jobs, the jobs chart, if we could. There’s a lot of talk about 
jobs and how the economy is improving. The fact is, 74 percent of people in this country believe 
that jobs are not plentiful or are hard to get. Only 26 jKrcent believe that jobs are plentiful. 

That’s according to the Conference Board. 

Consumer confidence has never recovered under President Bush. In January of 200 1 , 
when he took over, consumer confidence was 1 15.7, again according to the Conference Board. 
Now in September of this year, it’s 104.5 - that is almost a 10 percent decline. 

And if we compare job creation under this Administration to the previous Administration, 
for the first 67 months we see under the Clinton Administration 16.6 million jobs were created. 
Under this Administration, for that same period, 67 months, 3 million jobs have been created - 
about one-fifth of the jobs created, actually less than one-fifth of the jobs created undo- the 
Clinton Administration in its first 67 months. 

What’s most interesting, of course there have been jobs created now that we are in an 
economic recovery - that always happens. What is the real test is how does this recovery 
compare to previous recoveries. And by that standard what we see is job creation is lagging far 



25 


behind the average of all of the major recoveries since World War II. We have had nine itmjor 
recoveries since World War II and the pattern of job creation is the red line, the black line is job 
creation in this recovery and this recovery is running 6.7 million private sector jobs short of the 
typical recovery. Something is wrong. 

Business investment, again, looking at the typical recovery, the average of the nine 
previous recoveries since World War U is the dotted red line. This recovery is the black line. On 
business investment we are running 72 percent behind the typical recovery since World War 11. 
Something is wrong. 

Real GDP growth lags behind the typical recovery as well. The average in the nine 
recoveries since World War H, GDP growth of 3.2 percent - this recovery, 2.8 percent. 

Let’s go to median household income. Median household income in 2000 was $47,599. 
This year, $46,326. So real median household income has declined by almost $ 1 ,300. 

Look, this recovery, the &cts, I think, are really clear, is not performing as previous 
recoveries have - number one. Number two, we arc running up debt at an alarming rate. It took 
42 presidents 224 years to run up a trillion dollars of debt held by foreigners. U.S. debt held by 
foreigners. This president has more than doubled that amount injust five years, This is an 
utterly unsustain^Ie course and the question is, what are we going to do about it? 

I’d suggest to my colleagues, neither party can do this job alone. What we really require 
is a bipartisan, comprehensive plan to get this country back on track. And I know that my 
colleague, the Chairman, is interested in that approach. I certainly am and I hope that we can get 
to it. 

I thank the Chairman. 


We will go to Dr. Lazear. 

STATEMENT OF EDWARD P. LAZEAR, CHAIRMAN, COUNCIL OF 
ECONOMIC ADVISERS 

Mr. Lazear. Thank you very much, Chairman Gregg, Ranking 
Member Conrad, and Members of the Senate Budget Committee. 
Good morning and thank you for giving me the opportunity to 
speak with you about the economy and its relation to tax revenues 
and the budget. 

I would like to begin by summarizing the economy, where we are 
right now and where I believe that we are headed. The economy 
is strong, in part as a reflection of pro-growth tax policies. Reve- 
nues are up and the deficit is shrinking at a rapid rate. 

Some specifics: Real growth of GDP was 3.1 percent over the 
three quarters of 2005. Although it now appears that GDP growth 
in the current quarter will be significantly slower than in the first 
half of the year, the current forecast indicates that growth in 2006 
will remain about the same as it was last year and the economy 
should continue to grow at a robust pace in 2007 and beyond. 
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Job growth has been strong. The economy has been producing 
roughly one and a half to two million jobs per year for a total of 
5.7 million additional payroll jobs since August of 2003. We expect 
that trend to continue with some slight moderation. 

The unemployment rate, which was 5.1 percent in 2005, is ex- 
pected to average 4.7 percent for 2006. The most recently released 
jobs report shows that the unemployment rate declined to 4.7. Ad- 
ditionally, it revealed an increase of 128,000 payroll jobs in August. 
The continued increase in payroll jobs, even in an environment 
with low unemployment rates, suggest that the labor market con- 
tinues to be strong and that its tightness will be reflected in more 
wage growth as we move into the coming months. 

Nominal wage growth has accelerated over the past year, and at 
an annualized rate, it has been 4.1 percent since January of 2006. 
As I will discuss shortly, this follows the typical business cycle pat- 
tern of productivity increasing, leading to wage increases with a 
lag. What distinguishes this period from the past is that recent 
large and unanticipated increases in energy prices have consumed 
much of the strong nominal wage growth. Workers’ paychecks have 
gone up, but they have had to use a portion of that increase for 
higher energy costs, such as gasoline and heating fuel. 

The increase in the price of gasoline and oil products has been 
one of the most notable changes in our economy during the past 
year. Since the beginning of August, we have experienced substan- 
tial declines in the price of gasoline and crude oil. Declines in en- 
ergy prices are already apparent in the latest inflation data. Mar- 
kets are expecting inflation rates going forward to moderate to 
around 2.5 percent. This coupled with continuation of high wage 
growth should translate into increased real earnings for the typical 
worker next year. 

The President’s goal of cutting the deficit in half by 2009, which 
drew the scoffs of many, is now likely to be reached before that 
date. 

One soft spot in the economy is the housing market. It is impor- 
tant to note, however, that the weakness in the housing sector does 
not seem to be spreading to other sectors of the economy, and re- 
cent consumer surveys indicate improving expectations. 

In sum, we expect the average growth rate for this year will be 
similar to that for last year. The economy continues to be robust 
and healthy. 

Underlying these strong numbers is high productivity growth 
that has made our economy the strongest and most robust in the 
world. It is the common thread that ties together all of the positive 
economic news. Productivity growth is closely associated with eco- 
nomic growth and results in higher worker compensation and im- 
proved living standards. It moderates inflationary pressure and has 
proved to be a defining characteristic of our economy. 
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U.S. Labor Productivity Growth 

Average annual percent change 



1950 to 1972 1973 to 1995 1996 to 2000 2001 to Q2;2008 

Source: Bureau of Labor Statistics. 


Figure 1 

Figure 1 puts out recent productivity growth in a historical per- 
spective. The BLS reports that U.S. productivity growth since the 
end of 2000 has been 3 percent per year, outpacing the 2.7 percent 
average from 1996 to 2000. The current growth rate in productivity 
is substantially above that for the 22-year period that preceded 
1995 when productivity growth averaged only 1.5 percent per year. 

Productivity growth is important because it is the basis for the 
growth in hourly worker compensation. Figure 2 shows the rela- 
tionship. The chart demonstrates the very strong correlation be- 
tween productivity increases and improvements in real hourly com- 
pensation. The red line and blue line move together over any rea- 
sonable period of time. 
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Productivity and Real Compensation Grow Together 

Index 1992=100 



Notes; These data cover a!l persons (including supervisory and proprietors) in ftte nonfarm busir^ss sector. The real 
product wage is hourly compensation deflated by the price index for ttonfann output. Shaded areas denote 
recessions. 

Source: Bureau of Labor Statistics. 


Figure 2 

A number of observers have pointed out that profits have grown 
at a very high rate during this recovery, which is reflected in Fig- 
ure 3. The red line is showing that profits grew at a high rate over 
the past 3 years. There is a distinct pattern of profits and employee 
compensation over the business cycle. After the recession in the 
early nineties, corporate profits rose dramatically and employee 
compensation lagged behind. At the same time, productivity grew 
faster than compensation. 


Real Growth of Employee Compensation and Corporate Profits 

4-quarter percent change 



1991 1994 1997 2000 2003 2006 

Note: Corporate profits are before tax, wth inventory valuation and capital consumption adjustments. 

Source: Rireau of Economic Analysis. 


Figure 3 






29 


Profit growth outpaced compensation growth until the latter part 
of the nineties when corporate profits fell dramatically. Note that 
corporate profits actually declined during most of the period be- 
tween early 1998 and late 2001. 

Just as in the 1990’s, the mild recession in 2001 was followed by 
productivity growth in 2002, and profit growth was again very high 
while employee compensation growth was relatively low. The pat- 
tern that we observed in the past two recessions and recoveries is 
evident in earlier recessions as well going back at least 40 years. 
The pattern typically works in the following way: After a recession, 
productivity growth increases and hourly compensation tends to re- 
main fiat. As a result, costs stay low and profits rise. As the labor 
market gets tight, unemployment rates fall, hourly compensation 
increases faster than productivity growth, and so total costs rise 
faster than earnings. The result is that labor costs go up faster 
than the profit rate, and then the profit rate declines to more nor- 
mal levels. 

Profits are important because they provide the incentive for in- 
vestment in physical capital, and physical capital growth contrib- 
utes to productivity growth. With rising compensation, we forecast 
that profit rates will decline in the future, but that this decline will 
bring them back to normal levels, and so profit rates will be suffi- 
cient to motivate the high levels of investment necessary to grow 
our economy. 

Whether real growth compensation growth will rise to the high- 
est levels that we have seen over the previous expansions remains 
to be seen, but early indications are that we are on a similar path. 

Tax cuts passed by President Bush and the Congress have 
helped the economy grow. Probably most significant was the cut in 
dividend and capital gains taxes enacted in 2003. However, the 
lowering of marginal tax rates on earned or labor income was also 
an important contributor to economic growth. 

As budget directors and members of any budget committee surely 
know, government revenues tend to move directly with the state of 
the economy. When the economy is good, revenues come in at high 
rates, and when the economy declines, revenues decline correspond- 
ingly. The period since 2003, which has seen a growing economy, 
has also been one which during which government revenue have 
increased at high rates. Since 2003, government revenues are up 
34.6 percent and the projected growth of revenues from 2005 to 
2006 is around 11 percent. Because of this rapid economic growth- 
together with the continued efforts of Congress and the President 
to effect discretionary spending restraint, the budget deficit is de- 
clining at rates much faster than was anticipated, and we are on 
the path to meeting the President’s deficit goals ahead of schedule. 

To determine the effect of tax cuts on revenue, we need to ask 
what revenues would have been absent these tax cuts. This ques- 
tion can be answered by providing estimates of what the revenue 
would have been had we not had cut taxes. An exercise of this sort 
can be done in a number of different ways, and we recognize the 
inherent uncertainty associated with the calculations. 
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Real Federal Revenues Around Business-Cycle Troughs 

Index {trough=100) 



T-2 T-1 T T+1 T+2 T+3 T+4 

Fiscal years 

Note: Revenues are deflated by the GDP price index. 2006 revenues as estimated in the Mid-Session Review. 

Source: CEA calculations based on 0MB and Treasury data. 

Figure 4 

In Figure 4, we provide a simple comparison using historical 
data showing the path of revenue growth in this business cycle 
compared to previous cycles. The solid red line shows what hap- 
pens during the current cycle’s recovery, similarly indexed, by way, 
with a trough in 2002, compared with previous patterns. With the 
tax cuts that were enacted in 2003, receipts were below the aver- 
age of previous recoveries. These lower revenues persisted through 
2005. But more important than the level is the growth rate. 

Because of the growing economy, which we believe was stimu- 
lated at least in part by the tax cuts and growing taxable income, 
preliminary data suggests that revenues grew between 2004 and 
2006 at rates higher than were experienced in earlier recoveries. 
More refined estimates will be possible when the tax return infor- 
mation for 2006 is available. 

Will the tax cuts pay for themselves? As a general rule, we do 
not think that tax cuts pay for themselves. Certainly, the data pre- 
sented above do not support this claim. Tax revenues in 2006 ap- 
pear to have recovered to the level seen at this point in previous 
business cycles, but this does not make up for the lost revenue dur- 
ing 2003, 2004, and 2005. The tax cuts were a positive step and 
they have contributed to the enhanced economic growth, additional 
jobs, higher real disposable income, and low unemployment rates 
that we currently see today. 

Our goal is not to maximize the size of government by generating 
as much tax revenue as possible, but instead to provide the reve- 
nues necessary to make sure that we can operate those programs 
that society deems necessary while at the same time allowing the 
private sector to take full advantage of its growth potential. 
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Federal Debt Held by the Public 

Percent of GDP 



Note; 2006-201 1 are estimates from the Office of Management and Budget's (OMB) Mid-Session Review. 
Sources; OMB for U.S. data. OECD for G-7 data. 

Figure 5 


It is also worth noting that because our revenues are growing at 
such high rates now relative to spending, the ratio of public debt 
to GDP, which most economists view as the best indication of our 
long-run budget situation, is expected to decline this year. Not only 
is our debt-to-GDP ratio improving as a result of our high economic 
growth and enhanced revenues, but it is also very close to our 40- 
year historical average and lower than at any point in the 1990’s. 

As a result, our debt situation is favorable relative both to its 
past and to the debt situation of other industrialized countries. 
This should not be taken as a reason to be complacent. Indeed, the 
opposite is true. If we cannot control our spending both on the dis- 
cretionary and entitlement sides of the budget, the pattern we are 
seeing in the current year could easily reverse and we could find 
ourselves in a debt situation that requires higher and higher inter- 
est rate payments relative to our GDP in the future. This is not 
a burden that we want to pass on to our children and grand- 
children. 

Where do we go from here? I believe it is important to maintain 
a positive economic climate so that the labor market will remain 
strong, workers can find jobs quickly, and so that, coupled with de- 
clining energy prices, the typical worker’s paycheck will buy more 
and more goods and services. The best way to do this is to keep 
our taxes low, to adopt more pro-growth tax policies, and to remain 
open to international trade and capital flows as well as keeping our 
economy among the most flexible in the world. 

Thank you for giving me the opportunity to speak to you today, 
and I welcome your questions. 

[The prepared statement of Mr. Lazear follows:] 
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Chairman Gregg, Ranking Member Conrad and Members of the Senate Budget 
Committee, good morning, and thank you for giving me the opportuni^ to speak to you about 
the economy and its relation to tax revenues and the birdget. 

Our goal is to create a positive economic climate so ttiat good jobs are plentiful and 
workers’ paychecks grow. 1 believe die best way to maximize economic growth is to keep the 
tax burden on families and entrepreneurs low, expand markets for American goods and services, 
and pursue other pro-growth policies that unleash innovation and creativity. Economic growth 
has benefits for the federal budget, too. The substantial revenue growth from our strong 
economy has helped shrink the deficit for two years in a row. 

I’d like to begin by summarizing the economy — where we are right now, and where 1 
believe we are headed. Real growth of Gross Domestic Product (GDP) was 3.1 percent over the 
four quarters of 2005. Although it now appears that GDP growth in the current quarter will be 
significantly slower than in the first half of the year, the current forecast indicates that growth in 
2006 will remain about the same as growth last year, and the economy should continue to grow 
at a robust pace in 2007 and beyond. 
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Job growth has been strong. TTie economy has been producing roughly 1-1/2 to 2 million 
jobs per year for a total of 5.7 million additional payroll jobs since August 2003. We expect fliat 
ttend to continue with some slight moderation. The unemployment rate, which was 5.1 percent 
in 2005, is expected to average 4.7 percent for 2006. The most recently released jobs report 
showed the unemployment rate declining to 4.7 percent — the forecast for this year— and 
additionally it revealed an increase of 128,000 payroll jobs during the month of August. This 
continued increase in payroll jobs even in an environment with low unemployment rates suggests 
that the labor market continues to be strong and that its tightness will be reflected in more wage 
growth as we move into the coming months. 

Nominal wage growth has accelerated over the past year, and at an annualized rate has 
been 4. 1 percent since January 2006. As I will discuss shortly, this follows the typical business 
cycle pattern of productivity increasing, leading to wage increases though with a lag. 

What distingmshes this period from the past is that recent large and unanticipated 
increases in energy prices have consumed much of the strong nominal wage growth. Workers’ 
paychecks have gone up, but they have had to use a portion of that increase for higher costs of 
energy such as gasoline and heating fuel. The increase in the price of gasoline and oil products 
has been one of the most notable changes in our economy during the past year. The period from 
August of 2005 until August of 2006 witnessed a 22 percent increase in the price of cmde oil, 
and a 32 percent rise in the price of gasoline. High energy prices strain family and business 
budgets, but throughout this period the economy exhibited resiliency and continued to grow at a 
rapid pace. Indeed, real growth for the firet half of this year averaged about 4 percent on an 
annualized basis. 
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Since the beginning of August, we have experienced substantial declines in the price of 
gasoline and crude oil. Gasoline prices have dropped 21 percent since early August, and the 
price of crude oil has gone from a high of $77 per barrel down to $61 now. This is positive news 
for two reasons. First, it suggests that inflation rates will moderate as we move forward, and so 
high nominal wage growth such as we have seen in the recent past will translate into real 
additional buying power for the typical American worker. Second, lower energy prices are a 
positive force in growing the economy. 

The decline in energy prices is already apparent in the very latest inflation data. Markets 
are expecting inflation rates going forward to moderate to around 2.5 percent. Nominal wage 
growth of 4.1 percent such as what we saw over the first half of this year, would then translate 
into increased real earnings for the typical worker. 

All of this has implications for the budget. In its Mid-Session Review released last July, 
the Office of Management and Budget confirmed that strong economic growth is helping to 
increase Federal revenues and is reducing the budget deficit more quickly than expected. The 
President’s goal of cutting the deficit in half by 2009, which drew the scoffs of many, is now 
likely to be reached before that date. 

A soft spot in the economy is the housing market. We are now e;q)eriencing an 
anticipated slowdown in residential construction and in the pace of housing price increases, and 
it appears that the housing slowdown will be a significant drag on third quarter growth. It is 
important to note, however, that the weakness in the housing sector does not seem to be 
spreading to other sectors of the economy, that other areas of the economy that have not shown 
much vibrancy, such as non-residential construction are now picking up, and that recent 
consumer surveys indicate improving expectations. 
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In sum, we expect Oie average growth rate for this year to be similar to that for last year. 
Our economy continues to be robust and healthy. 

Productivity 

Underlying these strong numbers is high prcMiuctivity growth that has made our economy 
the strongest and most robust in the world. It is the common thread that ties ail of the positive 
economic new^ together. 

U.S. Labor Productivity Growth 

Average annual percent tiiange 
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Source: Bureau of Labor Stafebcs. 

Figure I 

Figure 1 puts our recent productivity growth in historical perspective. The Bureau of 
Labor Statistics reports that U.S. productivity growth since the end of 2000 has been 3 percent 
per year, outpacing the 2.7 percent average from 1 996 to 2000. The current growth rate in 


3.0% 
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productivity is substantially above that for the 22-year period that preceded 1995, when 
productivity growth averted only 1 .5 percent per year. 

American productivity growth results from many factors, but the most likely candidates 


tiiat account for tite difference between our high productivity ^owth and the slower productivity 
growth of many other industrialized nations include labor market flexibility, high levels of 
investment in both physical and hiunan capital, low taxes, and a culture of entrepreneurship - 
coupled with high levels of business formation. 


Productivity and Real Compensation Grow Together 

Index 1992a100 



Notes: These data cover all persons (including super\^sory avj proprietors) In the nonterm Ousiness sector. Trie real 
product wage Is hourly cempensation deflated by the pHice index for norVarm output Shaded areas derrote 
reeessl«is. 

Source: Bureau of Laisor Statistics. 


Figure 2 
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Productivity growth is important because it leads to higher living standards and is a key 
measure of our international competitiveness. Employee compensation tracks the closest with 
productivity. Compensation is the combination of both benefits and wages. 

Figure 2 shows the very strong correlation between productivity increases and 
improvements in real hourly compensation. TTie red line and blue line move together over any 
reasonable period of time. Although there are periods during which the two series diverge, they 
tend to catch up to one another. In particular, hourly compensation growth sometimes l^s 
productivity growth — especially as tltt economy comes out of a recession and moves into a 
recovery. That was the case in the early 1990s. If you examine the chart, you will see that the 
red line, indicating hourly compensation, falls below the blue line, indicating productivity, for 
the period during the mid*90s. During the late part of the 90s, the red line rises at a more rapid 
rate than the blue line so that hourly compensation growth overtakes productivity growth. 

The mild recession that occunred at the beginning of this decade was followed by strong 
productivity growth as shown earlier. But as in the mid-90s, hourly compensation growth has 
lagged behind. More recently, however, hourly compensation growth has started to pick up, and 
if these trends continue, the remainder of 2006 will enjoy real hourly compensation gains and 
will put us on a path toward catching up with earlier productivity increases. 
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Real Growth of Employee Compensation and Coiporate Profits 

4^uarter percent change 



1991 1994 1997 2000 2003 2006 

Note: Corporate profits are before tax, with inventory valuation and eai^l eensurr^itien adjustments. 

Source: Bureau ot Econerrdc AnaJysis. 

Figure 3 


Productivity. Profits, and Compensation 

A number of observers have pointed out that profits have grown at a very high rate during 
this recovery, which is reflected in Figure 3. The red line, showing profits, grew at a high rate 
over the past three years. 

Two additional points are apparent from looking at Figure 3. First, corporate profits are 
more volatile than employee compensation. The red line jumps around to a much greater degree 
than does the blue line, and die extremes are significantly more pronounced. Indeed, the four- 
quarter growth rate in profits was over 20 percent in the third quarter of 1 993, the first quarter of 
1 995, the fourth quarter of 2002, and the second quarter of 2(X>4. 
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Second, there is a distinct pattern of profits and labor compensation over the business 
cycle. After the recession in the early 1990s, corporate profits rose dramatically and employee 
compensation lagged behind. At the same time, productivity grew fester dian compensation, as 
we saw earlier in Figure 2. Profit growth ou^jased compensation growth until the latter part of 
the 1990s when corporate profits fell dramatically. Note corporate profite declined throughout 
most of the period between early 1998 and late 2001. 

Just as in the 1 990s, the mild recession in 2001 was followed by productivity growth in 
2002 and profit growth was again very high, while employee compensation growth was 
relatively low. The pattern that we observed in the past two recessions and recoveries is evident 
in earlier recessions as well, going back at least 40 years. 

The pattern typically worlB in the following way. After a recession, productivity growth 
increases and hourly compensation tends to remain flat. As a result, costs stay low and profits 
rise. As the labor market gets ti^t, unemployment rates fall, hourly compensation increases 
fester than productivity growth and so total costs rise faster than earnings. The result is fiiat as 
labor costs go up faster the profit rate then declines to more nonnal levels. 

Profits are important because they provide the incentive for investment in physical 
capital, and physical capital growth contributes to productivity growth. With risii^ 
compensation, we forecast that profits rates will decline in the future, but that this decline will 
bring them back to normal levels and so profit rates wilt be sufficient to motivate the high levels 
of investment necessary to grow our economy. Whether real compensation growth will rise to 
the rates that we have seen over the previous expansions remains to be seen. But early 
indications are that we are on a similar path. 
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Tax Cuts. Economic Growth, and the Budget 

The tax cuts passed the Congress and signed into law by President Bush have helped the 
economy grow. Probably most significant was the cut in dividends and capital gains taxes 
enacted in 2003. Howcvct, the lowering of marginal tax rates on labor income was also an 
important contribution to economic growth. 

Lower tax rates enable workers to keep more of their earnings, stimulating work effort 
and labor force participation. Lowr tax rates also encourage greater innovation, entrepreneurial 
£u:tivity, and small business formation. Lowering the tax rate on capital income has encouraged 
greater investment, which is seen as the mmn driver of economic growth. For example, there is 
preliminary evidence that tiie 2003 reduction in capital income taxes stimulated investment. In 
the nine quarters prior to the mid-2003 tax cuts, private non-residential investment fell at an 
average rate of 6.7 percent. In the 12 queers since the cut, private non-residential investment 
has grown at an average rate of 6. 1 percait. 

Government revenues tend to move directly with the state of the economy. When the 
economy is strong, revenues tend to come in at high rates, and when the economy declines, 
revenues tend to decline correspondingly. The period since 2003, which has seen a growing 
economy, has also been one during wdiich government revenues have increased at high rates. 
Since 2003, government revenues are up 34.6 percent, and the projected growth of revenues 
from 2005 to 2006 is around 1 1 percent. 

Because of this rapid economic growth - together with the continued efforts of Congress 
and the President to effect discretionary spending restraint - the budget deficit is declining at 
rates much faster than was mticipated, and we are on the path to meeting the President’s deficit 
goal ahead of schedule. 
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Real Federal Revenues Around Business-Cycle Troughs 

Index (trough=100) 
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Figure 4 

To determine the efiTect of tax cuts on revenue, we need to ask, “What would revenues 
have been absent these cuts?” This question can be answered by providing estimates of what 
revenue would have been had we not cut taxes. An exercise of this sort can be conducted in a 
number of different ways, and we recognize die inherent uncertainty associated with the 
calculations. In Figure 4, we provide a simple comparison using historical data, and show the 
path of revenue growth in this business cycle compared with previous cycles. We index real 
revenues for each of the eight previous business-cycle troughs (from 1 952 through 2000) so that 
they equal 1 00 in the year of the trough. The dotted blue line in Figure 4 shows the average of 
these cycles. The horizontal axis denotes time, and the year labeled “T" is the trough of the 
recession. The figure shows that revenues tend to decline as the economy moves from the year 





42 


‘Embargoed for Release, 1 0:00ani, September 28, 2006* 

before the trough into the trough, and then tend to increase the year after. The blue dotted line 
goes down from T minus one to T and then rises from T to T plus one. 

The solid red line shows whtd happened during the current cycle's recovery (similarly 
indexed, with a trough in fiscal year 2002) compared with previous recoveries. With the tax cuts 
that were enacted in 2003 , receipts were below the average of previous recoveries. These lower 
revenues persisted through 2005. But more important than the levels is the growth rate. Because 
of the growing economy (which we believe was stimulated at least in part by the tax cuts) and 
growing taxable income, preliminary data suggests that revenues grew between 2004 and 2006 at 
rates higher than were experienced in earlier recoveries. More refined estimates will be possible 
when tax return information for 2006 becomes available. 

Will the tax cuts pay for themselves? As a general rule, we do not think tax cuts pay for 
themselves. Certainly, the data presented above do not support this claim. Tax revenues in 2006 
appear to have recovered to the level seen at this point in previous business cycles, but this does 
not make up for the lost revenue during 2003, 2004, and 2005. The tax cuts were a positive step 
and have contributed to the enhanced economic growth, additional jobs, higher real disposable 
income, and the low unemployment rates that we currently see today. Our goal is not to 
maximize the size of government, but to provide revenues to make sure that we can operate those 
programs that society deems necessary, while at the same time allowing the private sector to take 
full advantage of its growth potential. 
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lattem that we are seeing in the current year could easily reverse, and we could find ourselves in 
a debt situation that requires higher and higher interest payments relative to our GDP in the 
future. This is not a burden that we want to pass on to our children and grandchildren. 

The Future 

Where do we go from here? I believe it is important to maintain a positive economic 
climate so that the labor market wiU remain strong, workers can find jobs quickly, and so that, 
coupled with declining energy prices, the typical worker paycheck wiU buy more and more 
goods and services. The best way to do diis is to continue our pro-growth tax agenda, to remain 
open to intematipnal trade and capital flows, and to keq) our economy among the most flexible 
in the world. 

Thank you for giving me the opportunity to speak to you today, and I welcome your 
questions. 
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Figure 4. 


Five Year Geometric Mean of Annual Percentage Change in NIPA's Personal 


Consumption Expenditure Per Capita by Quintiles 
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Figure 6. 


CBO Revenues Projections for FY 2008 
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Senator Gregg. Thank you, Doctor. 

I am going to reserve my time until the end of the questioning 
period, because we have a number of Senators here. I want them 
to get their points in. 

So let us start with Senator Alexander for the first questions. 

Senator Alexander. Thank you, Mr. Chairman, for your cour- 
tesy. 

Senator Gregg. Thank you for coming. 

Senator Alexander. In the President’s State of the Union Ad- 
dress, he proposed the American competitive initiative, which in- 
cluded a proposal to double the Federal investment of basic re- 
search over 10 years and to improve the teaching in math and 
science structure so we can keep our edge in science and tech- 
nology. A number of Senators, actually 70, 35 Democrats and 35 
Republicans, have sponsored similar legislation this year. Last 
Tuesday, Senator Frist and Senator Reid, the Republican leader 
and the Democratic leader, introduced a comprehensive piece of 
legislation that took the President’s proposal, all the various Sen- 
ators’ proposals, and worked it through three different committees. 
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It was a very remarkable piece, a pretty good start on competitive- 
ness. 

I note that in July, the President of China, Mr. Hu, went to the 
Great Hall of the People and assembled the whole Government of 
China, Communist Party leaders, his Academy of Sciences and En- 
gineering, and committed that country to a IS-year plan to make 
it a nation of innovation, including investments in research, remod- 
eling universities, improving “K” through 12 , and recruiting out- 
standing scientists from the United States and back to China to 
help grow jobs. 

So my questions are about this: We talk about pro-growth poli- 
cies and we often talk, at least on our side of the aisle, about tax 
cuts. I agree those are pro-growth policies. Do you agree that in- 
vestments in keeping our edge in science and technology are also 
pro-growth for our economy, and do you expect the President and 
the Administration to get behind the Frist-Reid legislation, which 
can’t pass this week, but would have a very good opportunity, given 
its broad support, to pass the Senate in November and then a 
chance to pass the House in this Confess? 

Mr. Lazear. Thank you. We certainly agree that investment in 
education, science, education specifically, but education in general, 
is a very high rate of return investment. When we look at the 
kinds of things that an economy can do to grow productivity, to 
grow GDP, to grow wages, investments in human capital come in 
at or near the top. If you look across the world and you ask which 
economies are growing, which ones are progressing at the highest 
rates, which ones are bringing their poor into the middle class, 
they are the economies that have the highest levels of education. 
They are the ones that are making the biggest investment in edu- 
cation. 

So I fully subscribe to your view that education and investing in 
skills in general is probably one of, if not the most, important 
things that we can do to grow the economy. It certainly has been 
something that has heen on the President’s mind since he began 
his Administration. “No Child Left Behind”, of course, was one of 
his initial endeavors, and I think it is a step in the right direction, 
obviously not the only step that one needs to take, but I am com- 
pletely with you in terms of the importance of the investment. 

Senator Alexander. I bring it up this morning because this is 
one of those rare occasions where this is not a Republican bill that 
was offered to the Democrats which they then amended or vice 
versa. This was actually a piece of legislation that probably two 
dozen Senators of both parties worked on together with the Admin- 
istration about which there is unanimous support and there is an 
opportunity for the Administration, if it makes it a priority in the 
next few weeks, to make it happen. 

One other question: I was listening to the Senator from North 
Dakota’s comments about the dire straits of the economy. I asked 
the International Monetary Fund to give me some information 
about the United States’ position in the world in terms of Gross 
Domestic Product, and they gave this fact: They said in 1995, the 
United States produced about 25 percent of all the Gross Domestic 
Product in the world for about four or 5 percent of the people, 
which is our population. Last year, 2005, the United States pro- 
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duced 28 percent of all the world’s Gross Domestic Product for 
about four or 5 percent of the people. 

Now we hear all these claims that the economy is bad and jobs 
are going down and things are terrible, but if those figures are 
true, does that not mean that the United States is not only remark- 
ably rich in terms of Gross Domestic Product, but over the last 10 
years, we have gotten richer even at a time when China and India 
and other parts of the world are growing and Europe is trying to 
do better? How would you characterize that growth in our share of 
the Gross Domestic Product over the last 10 years? 

Mr. Lazear. Yes, sir. I certainly agree that we have had very 
strong economic growth. If we compare the United States to the 
other G-7 countries, which is usually the comparison that we think 
is probably most appropriate, because then we are talking about 
countries at a similar standard of living, the United States is the 
leading country right now. I always view that as particularly re- 
markable, because it is easier to have high growth rates when you 
are catching up than it is to have high growth rates when you are 
the leader. 

If there are other economies that you can mimic, if there are 
other economies to which you can converge, that is an easier task 
than pushing out the frontier. Our economy has been particularly 
successful at pushing out the frontier. I believe that that is attrib- 
utable in large part to the flexibility of the economy, to the fact 
that we allow for very strong markets, for essentially unimpeded 
capital movements, labor markets are flexible, and very strong en- 
trepreneurship, which I think is an absolute key to the growth that 
we see in the United States. We have rapid and relatively easy 
business formation in this country, and that is an important com- 
ponent of our economic growth. 

So those are all very positive features. 

Senator Alexander. Thank you, Mr. Chairman. 

Senator Gregg. Thank you. 

Senator Conrad. 

Senator Conrad. Mr. Chairman, I wanted to take a moment, if 
we could, because this is going to be Senator Sarbanes’ last hearing 
in the Senate Budget Committee, and I think we need to take a 
moment and reflect on his contributions not only to this committee, 
but to the Senate. 

Last night, we had a dinner which we recognized the four mem- 
bers who are retiring this year. Senator Sarbanes being one of the 
four. I want to say that I am going to miss Senator Sarbanes. 
There has been a no more valuable member on this committee to 
me than Senator Sarbanes. He is truly a remarkable man, not only 
highly intelligent, but wise and of an extraordinary good nature. 

I note that his wife, Christine, is here. Christine, it is good to see 
you as well. The Sarbanes couple are truly a team, and I have had 
a chance to travel with them, to get to know their family. They are 
really an extraordinary couple and we deeply appreciate their con- 
tribution to this committee and to the U.S. Senate and to our coun- 
try. 

My favorite story about Senator Sarbanes was told last night, 
that he was selected when he was still in high school, about to 
graduate from high school, as an all-star and was to play in an all- 
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star game in Baltimore, and he was to be the starting shortstop. 
He went to the game and they had preparations before the game, 
and the coach put him at second base. Paul went to the manager 
and inquired, you know, I had been selected for the game as a 
shortstop, and the coach kind of put him off and kept putting him 
at second base, and he went back to the coach and said. You know, 
again, I was chosen to be the shortstop, and the coach finally said 
to him. Look, Sarbanes, you are going to play second base; I am 
playing Kaline at shortstop. Of course, the Kaline was A1 Kaline, 
one of the greatest baseball players of all time. You know, some- 
times you draw the short straw. 

Senator Gregg. I think Senator Bunning struck A1 Kaline out 
three times that day. 

Senator Bunning. And he was on my team. 

Senator Conrad. I think A1 Kaline went to the Major Leagues 
when he was 18 or 19 years old. 

Senator Bunning. Seventeen. 

Senator Conrad. Seventeen years old. 

So, Paul, you know, maybe you could have had another career, 
a parallel career, one in the Major Leagues. Paul, we are truly 
going to miss you, and I am going to miss you very, very much, 
both as a friend and a colleague. 

Senator Gregg. Let me join you. Senator Conrad, in those 
thoughts and echo them. Obviously, Paul has been an immense 
person in the Senate for many, many years and a brilliant contrib- 
utor to our activities. I am going to miss him too, although I am 
not going to miss his amendments. I used to cringe whenever he 
came to a markup, because I knew his amendments were just going 
to be terrorizing us. He will be missed immensely because he has 
been a force for positive and good government, and that is what it 
is all about. 

Senator Sarbanes. Well, thank you. I very much appreciate the 
very generous comments of the chairman and of my good friend, 
the ranking member. Thank you very much for that. 

Senator Conrad. Christine, thank you so much. 

And I will defer to Senator Sarbanes for any questions he may 
want to ask of the witness. 

Senator Sarbanes. Mr. Chairman, I will be very brief, but hav- 
ing heard Senator Conrad say I am good natured, I don’t want to 
counter that. 

Mr. Lazear, what is the view down at the Council of Economic 
Advisers? And I understand the chairman and ranking member 
touched on this before I got here, but I was planning to raise it my- 
self What is your view down there about getting this testimony to 
the committee in accordance with our rules ahead of time, which 
of course then gives us a better opportunity to prepare sub- 
stantively for the hearing? This isn’t the first time this has hap- 
pened. Is the CEA operating on a different premise or assumption 
than the committee is operating on and, if so, we need to know 
that, and if not, why aren’t you measuring up to standard? 

Mr. Lazear. I will just simply apologize to you. Senator, and say 
that it is the first time on my watch and we will check into it in 
the future. So you do have my apologies for that mishap. 
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Senator Sarbanes. I think I am correct in saying, though, that 
it has occurred previously. It now seems to be becoming standard 
operating practice at the CEA. 

Mr. Lazear. If so, as I said, I don’t know about that. I am rel- 
atively new to the CEA, but we will check into it. 

Senator Sarbanes. Well, I wish you would do that. I mean, I 
think it is a good rule and it is there for obvious reasons, and most 
witnesses, at least, comply with it, and I think in some respects, 
there is probably more excuse for someone from the private sector 
who isn’t equipped maybe to produce the statement the same way 
as the Council. 

While I have you, let me ask you is the Council still out in the 
hinterlands in terms of its location? You are no longer in the Exec- 
utive Office Building; is that right? 

Mr. Lazear. Most of us are not. We do have an office in the Ex- 
ecutive Office Building that we retain. As you probably know, after 
9-11, two-thirds of EEOB was shut down for remodeling, most of 
which was security related, and so most of the people in that build- 
ing were moved out to neighboring offices, and we have an office 
about a block down the street from the EEOB, and it requires a 
bit of commuting between the two, but we have managed to do it. 

Senator Sarbanes. Do you have an assurance that you are going 
to go back into that building once the remodeling is complete, or 
has, in effect, the banishment of the CEA from the immediate pol- 
icy confines of the White House been accomplished? 

Mr. Lazear. I expect that we will go back, but, unfortunately, it 
looks like the remodeling will take us at least until 2009, probably 
2010, possibly 2011. So a promise from this Administration, unfor- 
tunately, would not be worth a whole lot in terms of committing 
future Administrations to moving us back. 

Senator Sarbanes. That is like those promises we got from the 
President about the deficit early on in the first term of the Admin- 
istration. They weren’t realized either. Correct? 

Mr. Lazear. Well, as I testified earlier, you know, the deficit 
numbers have been looking much better than we expected, and 
they are moving in the right direction. 

Senator Sarbanes. I will spare you quoting the President’s state- 
ments during the course of his first term about what was going to 
happen to the deficit. Senator Conrad has done a first-rate job of 
outlining that problem. 

The Federal revenues are what share of the GDP now? 

Mr. Lazear. The deficit? I am sorry. 

Senator Sarbanes. No. The revenues. 

Mr. Lazear. The deficit is approximately 2 percent. 

Senator Sarbanes. No. The Federal revenues. 

Mr. Lazear. Revenues are about — it would be about 10 percent. 

Senator Bunning. No. You have got the wrong question. 

Senator Gregg. I think you said what percent of GDP are the 
Federal revenues. I think they are about 18.1 percent right now. 

Mr. Lazear. Oh, I am sorry. Revenues are actually above that. 
I think we are at 18.2 percent right now. 

Senator Gregg. The average? 
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Mr. Lazear. I am sorry. I misunderstood your question, Senator. 
The average, depending on which period you look at, is about 18.1 
percent. 

Senator Sarbanes. The chart you showed had revenues back up 
at the line recovering. You know that chart you put up there? 

Mr. Lazear. This one? 

Senator Sarbanes. Yes. That figure in 2006, that would be at 18 
percent of GDP; is that correct? 

Mr. Lazear. Actually, that would be using the numbers from the 
mid-session review, which is consistent with a $300 billion deficit. 
So that is what this number is based on. 

Senator Sarbanes. I want to know what percent of GDP is Fed- 
eral revenue. 

Mr. Lazear. I believe that is 18.2 at that point. 

Senator Sarbanes. And back when you started, what it was it? 

Mr. Lazear. Which year, sir? 

Senator Sarbanes. 2000. 

Mr. Lazear. In 2000, let us see. Do we have that number here? 
We can get that number for you. Bear with me for a second and 
I will get you the exact number. 

Senator Sarbanes. I don’t want to impose on my colleagues. Let 
me ask you this. 

Mr. Lazear. Yes, sir. 

Senator Sarbanes. A 1 percent increase in the share of the GDP 
in Federal revenues would be worth how much money? 

Mr. Lazear. A 1 percent increase of GDP? 

Senator Sarbanes. No. Of revenues as a share of GDP, a one 
point increase. If it was 19 percent instead of 18 percent, how 
much more revenue is that? 

Mr. Lazear. About $130 billion, because GDP is 13 trillion, ap- 
proximately. So you are talking about 1 percent of that number, 
sir. 

Senator Sarbanes. Yes. So if it was 2 percent, we would be close 
to wiping out the deficit; is that correct, if you added two points? 

Mr. Lazear. That is right. 

Senator Sarbanes. What was it back in 2000? 

Mr. Lazear. Let me see if I can find that for you. I have to get 
my glasses. Pardon me, sir. 

OK, 2000 was 20.9. 

Senator Sarbanes. So if we were not even at that level, but 
somewhere near that level, we would have eliminated the deficit. 
Correct? 

Mr. Lazear. Well, that assumes that the economy would be the 
same. Your assumption is that GDP would be the same and that 
we would simply take 20.9 percent of the GDP number that we 
have right now. I would not be willing to make that assumption. 

Senator Sarbanes. OK. As a calculation, that would be correct, 
would it not? 

Mr. Lazear. Again, sir, if you assume that GDP was the same, 
then that calculation would be correct. 

Senator Sarbanes. Thank you, Mr. Chairman. 

Senator Gregg. Our resident all-star Hall-of-Famer, Senator 
Running. 

Senator Running. Thank you very much, Mr. Chairman. 
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In all the charts and figures that the gentleman from North Da- 
kota showed, there was no inclusion of 9-11, no inclusion of the Af- 
ghan War, no inclusion of the Iraqi War, no inclusion of Hurricane 
Katrina or Rita. The income levels did not include any health care 
and pension benefits that were added on top of the income levels. 
So I want that to he taken into consideration when you consider 
the numbers that were expressed by my good friend from North 
Dakota. 

Earlier this week, the “Wall Street Journal” indicated that more 
investors are starting to factor in the Fed Fund rate cuts that the 
Feds have made. Do you believe this is true and do you have any 
comment on the affect on the economy of the Fed policies of recent 
years? 

Mr. Lazear. Well, as you know, the Federal Reserve had raised 
rates for 17 consecutive times and then ceased raising rates a cou- 
ple of periods ago. 

Senator Running. I am very familiar with that. 

Mr. Lazear. Inflation now seems to be coming under control. I 
think that the numbers that we have seen for the past 

Senator Running. Do you believe there was inflation in those 17 
months? 

Mr. Lazear. Well, there is no doubt that measured inflation was 
higher, quite significantly higher. 

Senator Running. When they started raising interest rates? 

Mr. Lazear. I don’t believe when they 

Senator Running. Maybe in the last 2 months. 

Mr. Lazear. Well, actually no. The last year had higher inflation 
than the previous year, but the question that I think most econo- 
mists argue about has to do with whether this was a one-time in- 
crease in prices associated with an energy increase or whether it 
would be sustained inflation. I think that is the issue that the Fed 
has been arguing about as well. 

Senator Running. Internally? 

Mr. Lazear. Well, you know, right, internally. I don’t know what 
they are arguing about internally, but only the statements that 
they have made are statements that I hear. As you know, we are 
an independent body and we have no access to any additional infor- 
mation. 

Senator Running. You have the minutes of their meetings, just 
like we do, a month later. 

Mr. Lazear. Correct. That is right, sir. When we look at what 
they have been saying, they have had the same kinds of arguments 
that I think other economists have had, which is are we more con- 
cerned about inflation or are we more concerned about making sure 
that the economy continues to grow at a high rate. 

That is a balancing act that the Fed has to engage in. We are 
confident that the Fed attempts to do that the same way that we 
attempt to think about these issues. They have the same data that 
we have, as you pointed out, and I think the recent numbers on 
inflation are encouraging. 

Senator Running. I have an even more important question. 
Some economists suggest that the blame for the American deficit 
lies in Asian emerging economies. Asian central banks drive their 
currency down by buying American Treasury bonds, reducing inter- 
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est rates, and allowing Americans to buy even more Asian exports. 
To what degree do you think China’s current practices have con- 
tributed to the growing U.S. deficit? 

Mr. Lazear. There is no doubt that investment in the current ac- 
count surplus to which you refer is the other side of the current 
account deficit that we see in terms of trade. So when we are run- 
ning a current account deficit, it is necessarily the case that some 
other country, at least, is running a current account surplus. In 
fact, we have seen this with China investing at very high levels in 
U.S. Treasuries. 

Senator BUNNING. You have to get to the point of my question 
though. The basic point of my question is to what degree do you 
think China’s current practices have contributed to the growing 
U.S. deficit, in other words, the undervaluation of the Won. 

Mr. Lazear. Well, as you know. Treasury speaks for us in terms 
of the value of the dollar relative to other currencies. 

Senator Running. We are trying not to let them do that. 

Mr. Lazear. I would prefer to defer to my colleague. Hank 
Paulson, on speaking about currency. 

Senator Running. We will have a bill that will change that. 

Mr. Lazear. All right. I will wait for it. 

Senator Sarbanes. Hasn’t he said that it is undervalued? 

Mr. Lazear. I am sorry? 

Senator Running. Paulson has said it is undervalued. 

Mr. Lazear. Hank is not shy. I will let him speak for himself. 

Senator Sarbanes. He has made public statements to that effect. 

Senator Running. The thing that he really said was that there 
wasn’t manipulation. He didn’t say that it was undervalued, just 
to correct the record. 

Mr. Lazear. Again, I would rather let the Secretary speak for 
himself. 

Senator Running. All right. I will question him when we see 
him. 

Thank you, Mr. Chairman. 

Senator Gregg. Thank you. 

Senator Conrad. 

Senator Conrad. Thank you, Mr. Chairman. Let me just go to 
a speech that the Controller General of the United States gave. 
General Walker, about the situation that we are in as a country. 
These are remarks from a speech he gave to the certified public ac- 
counts in August of this year. He said: “The U.S. Government is 
on an imprudent and unsustainable fiscal path.” Let me go to the 
second statement there. No. Let us go to the third one. “The execu- 
tive branch is only giving 5-year projections for their budgets. 
Why? Because we go in the tank after 5 years; the numbers start 
looking bad after 5 years.” 

Let us go to the next one. This is General Walker again in a 
speech to the accountants: “Right now, the miracle of compounding 
is working against us because we are the world’s largest debtor na- 
tion, and if interest rates start going up, the effect that that will 
have could be dramatic because we are adding debt at or near 
record rates, and if interest rates start going up, since the duration 
of our debt is pretty short, we will start feeling it pretty quickly.” 
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Finally, so the bottom line is, he said, the status quo is not ac- 
ceptable. It is not sustainable. Faster economic growth can help, 
but there is no way we are going to grow our way out of this prob- 
lem. Anybody who tells you we are going to grow our way out of 
this long-range problem. No. 1, hasn’t studied economic history, 
and No. 2, would probably flunk basic math. The numbers just 
don’t work." 

I would ask you. Dr. Lazear, are there any of these statements 
that have been made by Controller General of the United States 
that you disagree with? 

Mr. Lazear. I think I fundamentally agree with his statements, 
but I want to make sure that we interpret the statements as talk- 
ing about the long-run situation. It is absolutely clear to me that 
the path that we are on in terms of growth and entitlements. Medi- 
care, Medicaid, Social Security, cannot be sustainable. We have to 
think about ways to address that problem. I think the President 
has been clear on that as well. 

So I don’t think that these statements are at variance with the 
Administration’s view on it. 

Senator Conrad. But it is a very different message that he is de- 
livering than the message I hear you delivering here today. I hear 
you delivering kind a good news message, evep^thing is going 
great, but I hear the Controller General of the United States deliv- 
ering a very much more sobering message, one that we are on a 
course that is utterly unsustainable where we are piling up debt 
at a rate that is unsustainable and that it threatens our future eco- 
nomic strength. 

Mr. Lazear. Again, I would distinguish the short run from the 
long run. Senator. In the short run, I think things are getting bet- 
ter, the fact that the deficit has gone down significantly greater 
than anticipated. We are now below what I think is the magic 
number. The magic number at this point is about 2.4 percent def- 
icit, which means we are at that number or below the deficit — the 
debt-to-GDP ratio is shrinking. So our public debt-to-GDP ratio will 
actually be shrinking. 

That is true over the short run, but if we allow expenditures to 
grow, if we allow the budget to get out of control in the future and 
if we believe these projections about where we are going to go in 
the future, we will certainly allow them to get out of control. That 
will cause some very serious long-run difficulties, and I certainly 
agree with that. I think that that is probably one of the greatest 
problems that we face as a country, and we need to address it. 

Senator Conrad. Let me say that this analysis of the deficit as 
2.4 percent of GDP to me misses the point. The deficit is going to 
go up 260 billion this year. The debt is going to go up 560 billion, 
and what people seem to miss here is that it is the debt that has 
to be repaid, and this is the level of debt increase. The debt of this 
country, gross debt, at the end of this year will be eight dollars and 
a half trillion dollars, and we are going to add 600 billion dollars, 
almost 600 billion dollars, this year, 557 billion dollars. We are 
going to add, according to projections, 600 billion dollars or more 
every year for the next 5 years. 

So we are going be at 11 and a half trillion dollars 5 years from 
now just as the baby-boomers start to retire. That is what causes 
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so many of us deep concern, and what I hear you saying is that 
that concerns you as well. 

Mr. Lazear. What I am saying is that we encountered some un- 
anticipated shocks, some of the ones that Senator Banning had 
pointed out. The question that every society faces when they en- 
counter an unanticipated adverse event is how do we finance those 
over time. No one would ever suggest that you are going to finance 
that at one point in time fully by that particular year’s worth of 
income. 

So the question is how do you smooth it over time, and the issue 
is are we smoothing too much or are we smoothing too little or are 
we just about right. 

Senator Conrad. I don’t see us smoothing anything. The debt 
this year, and you just described the economy as strong, we are 
going to increase the debt by almost $600 billion. 

Mr. Lazear. That is what it means to smooth. You borrow to 
take care of 

Senator Conrad. But sir, sir, not only are we going to add al- 
most 600 billion dollars to the debt this year, we are going to add 
three trillion dollars over the next 5 years. I don’t see where the 
smoothing is coming. The only thing that is happening here is we 
are running on a charge card. 

Mr. Lazear. As I said, the number that I think most economists 
think about is the ratio of the public debt to GDP. That is what 
we think of as the long-term target. Now, we can disagree over 
whether we are too high right now, whether we should be much 
lower. We are at about our historic average, slightly about, but 
pretty close to our historic average. The historic average, I showed 
on the chart. 

Senator Conrad. The historic average includes World War 11. 

Mr. Lazear. No, no. Sorry. The 40-year average. 

Senator Conrad. I thought you said the historic average. 

Mr. Lazear. I am sorry. We only went back 40 years. We used 
the same numbers that 0MB uses. 

Senator Conrad. I just say to you that we are now running up 
debt at a rate that is by, I think, most objective observers’ analysis 
absolutely unsustainable. That is what the Controller General is 
telling us, and we are using an accounting system that you know 
is cash. If we were going on an accrual system, the way most of 
the institutions have to do in this society, these deficits would be 
much, much larger. 

I thank the chairman. 

Senator Gregg. Senator Grassley. 

Senator Grassley. Dr. Lazear, your predecessor at CEA, Dr. 
Mankiw, wrote a paper entitled ’’Dynamic Scoring: A Back of the 
Envelope Guide". That is the name of it. The paper suggested the 
dynamic effects of tax cuts on labor will offset about 17 percent of 
the static revenue loss and the dynamic effects of the tax cuts on 
capital will offset about 50 percent of the static revenue loss. 

These results are interesting for two reasons, and I want you to 
comment. First, they suggest that while tax cuts do not pay for 
themselves from the perspective of the budget, they do have a sig- 
nificant impact on the economy. Second, in order to offset 50 per- 
cent of the revenue loss, a tax cut on capital would have to increase 
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GDP by more than one dollar for each one dollar of revenue loss. 
Are you familiar with the study and what are your views, then, on 
the issue of dynamic scoring? 

Mr. Lazear. Yes, sir, I am familiar with the study, and I would 
say. Senator, that it is actually consistent with the numbers that 
I put up earlier. Actually, if you don’t mind, I will refer back to 
that for a second. 

Nick, if you could put up, I think it is Figure 4. 

This makes your point in a slightly different way, but I think it 
is completely consistent with what you are saying. If you look at 
the effect of the tax cuts, which is the difference between the red 
line and the dotted blue line, look at 2003, and you will see that 
there is a decline in revenue there; but what you also see is that 
the revenue growth between 2004 and 2006 is quite steep. We be- 
lieve that that revenue growth is at least in part attributable to the 
tax cuts themselves, and that is the dynamic aspect of what we are 
talking about here. 

Now, as a consequence of that, you will also see that the reve- 
nues in 2006 are back to where they would have been but for the 
tax cuts. In other words, even if we hadn’t cut taxes, we would be 
back right at about the same level because of the additional growth 
of the economy. Again, that is the dynamic scoring aspect of this 
issue. 

As you know, we don’t do dynamic scoring in most of our anal- 
yses. Treasury right now is undergoing what they call a dynamic 
analysis to try to incorporate some of these issues. CBO is doing 
the same thing, and a variety of private think tanks have been 
working on this as well. So there are a number of different ways 
to incorporate these kinds of estimates. I think, you know, Greg 
Mankiw’s estimates that you mentioned are one set of estimates, 
but I think all of us agree that there are dynamic effects. The ques- 
tion is simply how large are they. This chart seems to suggest that 
at least in the short run, they are pretty significant and it is cer- 
tainly something we need to take into account. 

Senator Grassley. I yield back the rest of my time. 

Senator Gregg. Thank you. Senator Grassley. 

Senator Allard. 

Senator Allard. Thank you, Mr. Chairman. I want to pursue 
this idea of the public debt being held by foreign buyers. What 
would happen if the United States prohibited foreign investors 
from purchasing our debt? 

Mr. Lazear. Well, right now, we are running a current account 
deficit, which, again, on the other side of that is the capital account 
surplus. We are bringing in a great deal of money from abroad, 
which is funding our investment. Our investment level still hap- 
pens to be very strong, but that is coupled with a pretty high level 
of personal consumption, as you know. What that means is that we 
rely pretty heavily on foreign investment right now as a source of 
funds. For growth, for investment, that capital is extremely impor- 
tant to our economy. 

Just to give you a couple of numbers to put this in perspective, 
we estimate that about 45 million American jobs are in firms that 
are engaged in significant international trade. We estimate that 
about one in twenty Americans is employed in a foreign-owned 
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firm, and so they are an important source of contribution to the 
American economy. If that were to reverse, if that were to come to 
an abrupt end, obviously it would have significant impacts, adverse 
impacts, on the economy. 

Senator Allard. So if you look at, you know, our account deficits, 
it seems as though when our economy is doing better, it increases, 
and when our economy is doing poorer, like during the Depression 
or maybe at the end of the 1970’s when we had the misery index, 
the account deficits were in the positive range. So would you say, 
then, in terms that we have an account deficit, it can be a sign that 
our economy is doing great? 

Mr. Lazear. Well, again, I would put it a slightly different way. 
What I would say is when we have a capital account surplus which 
suggests that others are anxious to invest in the American econ- 
omy, that is a good sign, because it tells us that not only are we 
willing to put money in this economy, not only do we think that 
there is a good future, but people who have no other inherent stake 
in this economy also agree with us. 

Senator Allard. They will get a greater return on the invest- 
ment than a savings account or whatever? 

Mr. Lazear. Exactly, and they are not in this game for charity. 
They are not in this game for patriotism, but because they think 
it is going to bring a higher rate of return. So I would simply view 
that as evidence that other people in other countries agree with our 
investment sentiments. 

Senator Allard. I want to move on to energy. Right now, we are 
blessed with a drop in the cost of gasoline at the fuel pump, but 
I think that there is still a good deal of frustration. When the econ- 
omy looked like it was good, you would explain it to people and 
they wouldn’t believe you because every time they would pull up 
to the gas station to get a tank of gas, that impacted them so per- 
sonally in their checkbook, but now we are seeing that dropping 
down dramatically. 

The Organization for Economic Cooperation Development has es- 
timated that a $10 decrease in the price of a barrel of oil will in- 
crease the level of Gross Domestic Product by two-tenths percent. 
Since August, the price of a barrel of West Texas intermediate has 
declined significantly. Would it be reasonable to assume that the 
lower energy prices could provide an unexpected boost to our cur- 
rent economic growth in the coming months? 

Mr. Lazear. We believe it will be helpful to economic growth. 
Whether the number is 2 percent, I have actually seen numbers as 
high as — sorry — .2 percent. I have actually seen numbers as high 
as .4 percent. You know, I wouldn’t want to venture an exact num- 
ber, but it certainly is a positive force. I think that one of the good 
things about the economy is that because we have had high produc- 
tivity growth over the past few years, we have been able to with- 
stand what really was quite a significant energy price increase, and 
we did it without seeing job loss, without seeing productivity loss, 
without seeing output loss. 

All of those things are good signs, and I think they are a testa- 
ment to the robustness of the economy and the resiliency of the 
economy. So going forward, I think that your point is well taken. 
As we look to these declines that we are now seeing, and we are 
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certainly happy that those declines have occurred, we do expect 
that this will have a positive affect on the economy, possibly as 
early as fourth quarter. 

Senator Allard. Yes. I think that the fact that our economy did 
so well during a time of very high gas prices speaks very clearly 
about the strength of the President’s economic initiative to stimu- 
late the economy and keep it going, because I can remember the 
last time we had high gas prices at the pump, it was, again, during 
the late seventies, and that is when it really had an adverse im- 
pact. 

So thank you for your comments. 

Mr. Lazear. Thank you, sir. 

Senator Gregg. Thank you. 

I had a set of questions I was going to ask you, but we are run- 
ning into a time issue here. There is going to be a vote, and I would 
like to get the next panel’s testimony before we have to go into po- 
tentially a series of votes. So I want to thank you for coming. 

Mr. Lazear. Thank you. Senator. 

Senator Sarbanes. Mr. Chairman, could I just clarify one thing? 

Senator Gregg. I would like to move this along, if you don’t 
mind. 

Senator Sarbanes. I won’t take long. I want to followup on what 
Senator Allard was saying. 

Mr. Lazear. Yes, sir. 

Senator Sarbanes. I was actually taken aback by your assertion 
that other people in other countries are willing to hold our debt 
and that shows that they have confidence and strength in the U.S. 
economy, which you just made. Correct? 

Mr. Lazear. Correct. I am surprised you are taken aback. 

Senator Sarbanes. Well, I am taken aback because, as I under- 
stand it, more and more of that debt is being held by governments, 
not by individuals, and Senator Bunning made, I thought, a very 
effective point, that they are doing that in order to affect the ex- 
change rate and to gain a trade advantage. That is why Japan and 
China have these huge, huge holdings, and the shift has been 
from — it doesn’t represent a judgment by private individuals. It 
represents a governmental decision in those countries designed, I 
think, to help them gain a trade advantage, which is, I think, the 
point that Senator Bunning was trying to make. 

So they are over there playing a very shrewd game to our dis- 
advantage, and you are sitting there as the Chairman of the Coun- 
cil of Economic Advisors telling us that everything is hunky-dory. 

Senator Gregg. I think we will take that as a rhetorical ques- 
tion. 

Senator Sarbanes. OK. 

Senator Gregg. Thank you very much for your input and thank 
you for your time. Dr. Lazear. 

Mr. Lazear. Thank you. 

Senator Gregg. We will now turn to our second panel, which is 
made up of three distinguished scholars from three very distin- 
guished policy groups. We have Dr. Kevin Hassett, who is Director 
of Economic Policy at the American Enterprise Institute; Mr. Chris 
Edwards, who is Director of Tax Policy from CATO Institute; and 
Peter Orszag, who is the Deputy Director of Economic Studies at 
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Brookings Institute. All three have a long track record of sub- 
stantive and thoughtful input on American policy on a variety of 
different levels, and we appreciate these three witnesses taking the 
time to come here today to testify. 

We will start with you, Dr. Hassett. 

STATEMENT OF KEVIN HASSETT, DIRECTOR OF ECONOMIC 
POLICY STUDIES, AMERICAN ENTERPRISE INSTITUTE 

Mr. Hassett. Thank you very much. Chairman Gregg and Rank- 
ing Member Conrad. I would also like to take a moment to thank 
Senator Sarbanes for his public service and say that I have testi- 
fied many times over many years and I have always found our ex- 
changes to be stimulating and challenging, and he really will be 
missed. 

I am going to abbreviate somewhat my remarks compared to 
what I handed in and try to give you the highlights, and I will skip 
over a good deal of what I have written about t^he outlook as it co- 
incides fairly closely with what Chairman Lazear stated. The one 
thing I would like to add is the final concluding point from my 
overview of the economic outlook, which is that right now, it seems 
like the forecasters that I trust the most, like Moody’s Econ- 
omy.com and so on, just non-political economists, think that we are 
heading for a successful soft landing, and I think that if we do head 
for that, it is just worth mentioning on the record that that is an 
impressive policy accomplishment for the Federal Reserve. 

Indeed, if we look back at last summer, in stopping where they 
did, the Federal Reserve officials took something of a calculated 
risk. Inflation pressures were still present. Growth was still strong, 
and in similar circumstances in the past, the Fed has continued to 
tighten. I think right now, their judgment not to do so looks pretty 
good given the data that we have seen since then, and I think a 
tip of the cap is in order for Mr. Bernanke and his colleagues. 

I mentioned in my written testimony that I wanted to bring a 
somewhat different light on the question of the distribution of 
growth. There has been concern in my circles that the current econ- 
omy may somehow be different than economies in the past and 
that economic growth might not be shared as equally as it has been 
in the past. There are a number of statistics that are consistent 
with that perspective. Between 2000 and 2006, for example, real 
wages which exclude benefits increased .6 percent per year while 
real hourly compensation, which includes benefits, increased 1.3 
percent per year. 

Additionally, the Census Bureau recently reported that real me- 
dian household income grew only 1.1 percent from 2004 to 2005. It 
also reported that this was the first year since 1999 in which such 
an increase was reported. These statistics have received a great 
deal of attention in the press, and on their face, the data would 
suggest that ordinary Americans are not sharing in the economy’s 
growth, and that would be quite a bit of a break from past experi- 
ence. 

It is important to note, however, that, first of all, these measures 
don’t take the Tax Code into account. In my testimony, I have a 
couple of charts from a chapter in a book edited by Rebecca Brank 
and Sheldon Dansinger that I wrote with my co-author at AEI, 
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Anne Moore. As of 2004, for example, the total income and payroll 
tax liabilities for the two sample families in my testimony declined 
sharply over the last decade, and accounting for those changes in 
taxes is important as we think about what is going on for the me- 
dian person. 

There are also a number of other factors that we need to account 
for when we are thinking about how the middle person is doing, 
because no person stays right in the middle every year. Economists 
have long believed that one of the things to look at when you are 
assessing the welfare of individuals is their consumption. Just be- 
cause GDP has been rising a lot lately, so has aggregate consump- 
tion. It has grown 17.24 percent since 2001. This is interesting be- 
cause consumption very often in the statistics is much more equally 
distributed than income and wealth. 

So what my staff and I did is we went back to the consumer ex- 
penditure survey and took the share of consumption that goes to 
the middle class and then used that share to try to estimate their 
consumption in recent years given the increase in liquid consump- 
tion. I think that those data reject the view that we are evolving 
toward an economy where we are significantly less friendly toward 
the middle class. Indeed, the rate at which consumption by the 
middle class is increasing has even accelerated in recent years. 
There is a figure in my testimony that indicates that. 

I think that we should also recognize as we look at these data 
that we did have an adverse shock to inflation. The real growth at 
the top line consumer price index was 1.7 percent for 2001 to 2002, 
but it accelerated all the way up to 3.8 percent between 2005 and 
2006, marking the highest increase in the last 15 years. 

Inflation surprises have, of course, occurred before, and when 
they do, we know what happens. Real wage growth is lower than 
expected, but then as those wages are re-contracted as workers go 
back and say. Hey, that deal I made last year wasn’t so good be- 
cause of inflation surprised on the up side, then their wages catch 
back up. In addition, energy prices have surprised on the down side 
lately, as was mentioned by Chairman Lazear, and those reduc- 
tions should pave the way for further real wage gains, but it is 
worth emphasizing that the pattern that we see in the consumption 
data is consistent with a view that workers recognize that their 
wages are going to catch up and smooth their consumption through 
the negative surprise. 

In the near-term budget outlook section of my testimony, I talk 
about what has been going on with the near-term budget. Figures 
5 and 6, I think are notable for thinking about how we got to the 
place we are where we have a deficit. The dotted line in Figure 5 
shows the latest projections for outlays in 2006 and compares them 
to past CBO projections for spending in that year. Going back to 
the first year, such a forecast is available, in 1996. 

I think the chart tells an unambiguous story, that spending was 
much higher than projected back at the end of the Clinton Presi- 
dency or the beginning of the Bush one. While it is important to 
note that these projections keep real discretionary spending con- 
stant going forward, the numbers are, nonetheless, startling. 2006 
outlays, for example, were $479 billion higher than the CBO pro- 
jected outlays would be, you know, for that year back in 2001. 
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Since the 2006 looks like it will be 260 billion or so, one could con- 
clude that we could currently have a surplus if government had 
stayed on the spending course that was incorporated into that out- 
look. 

Figure 6 provides a similar comparison, this time for revenues. 
As I am running out of time, I won’t go through the details, but 
if you look at the revenue chart, then what you see is for some 
years, revenues are lower than they thought they would be in 2006 
for some past projections, and for some years, they are higher. So 
there is ample room for debate in there between supply side opti- 
mists and pessimists about whether the tax cuts paid for them- 
selves, but I think that even the supply side pessimists would have 
to concede that relative to the times when we had large surpluses, 
revenues have surprised less on the down side than spending did 
on the upside. 

In the remainder of my testimony, I have a discussion of the lit- 
erature on budget rules. I know that members on both sides of the 
aisle in this committee, at least, are in favor of some kind of new 
budget legislation. I think the literature suggests that those work. 

In the final section of my testimony, I talk about the longer-term 
outlook and agree with Senator Conrad that it is really quite trou- 
bling and discuss why I think the misconception about what a tax 
increase or a benefit cut really is when we are talking about enti- 
tlements might be an unnecessary obstacle to bipartisan agreement 
about how to afford. I think not moving forward is not an option 
and the fact that cleaning up these misconceptions might help 
move toward bipartisan agreement, I think is an optimistic sign. 

And that is how I close my testimony. Thank you. 

[The prepared statement of Mr. Hassett follows:] 
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Chairman Gregg, Ranking Member Conrad, Members of the Committee; It is an honor to 
appear before you today to discuss, ‘The State of the Budget and the Economy.” 

Economic Growth Has Been Strong, Bnt Is Moderating. 

Economic growth has been solid for some time. As my first chart indicates, after the 2001 
recession, top line GDP g^wtb has been strong for going on five years. Since 2002, 
annual GDP growth has averaged a very healthy near 3 percent, a rate that is expected to 
continue in 2007. 

This strong growth has had a major impact on labor markets. After seeing an additional 
128,000 jobs created in August, the economy has now produced 5.2 million jobs since 
August 2001. Along with these job gains has come a ste^y improvement in 
unemployment. The unemploymrait rate peaked at 6.3% in June of 2003, two years after 
the end of the recession. By August of this year, it was down to 4.7 percent, a rate so low 
that it may well be below what economists think of as the “natural rate” of 
unemployment. 

The job gains have been fairly evenly spread gw>graphically, with employment incre^ing 
in 48 out of die 50 U.S. states ovk- the past 12 months ending in July. 

In order to keep inflation under control in the face of all of this growth, the Federal 
Reserve has ti^tened monetary policy significantly, raising the federal funds rate fix>m a 
low of 1 pCTcent in 2003 to its cuirait 5.25. There arc many signs that diis listening has 
had the desired effect of slowing the economy, but not so much as to push us into a 
recession. The latest Moody’s Economy.com forecast for die remainder of the year, for 
example, calls for growth to moderate to about 2.6 percentage points. 

To be sure, this growth outlook balances a number of risks. In particular, die housing 
market appears to be in the throws of a significant downturn, and promises to be a 
significant drag on growth going forward. But other areas of the economy appear to be 
picking up the slack. Most notably, nonresidential investment ^ears to be poised for 
healthy growth, in part because of die positive outlook for coiporate profits. 

If this is a successful “soft-landing” it will be an impressive policy accomplishment, hi 
the past. Federal Reserve actions have often slowed the economy so much as to induce a 
recession, hi stopping where they did, Federal Reserve officials took something of a 
calculated risk. Inflation pressures were still present, and growth was still strong. In 
similar circumstances back in May 2000 Mr. Greenspan and the committee pushed the 
federal funds rate all the way up to 6.5. Stopping well below that level, the current Fed 
clearly expected inflation pressures to ease becai^e of die cumulative impact of policy 
measures that were already in train. The latest inflation numbers have iitoeed been 
surprisingly tame, suggesting that a tip of the cap is in order to Mr. Bemanke and his 
colleagues. 
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The Distribution of GrowUi 

There has been concern in many circles that the current economy may somehow be 
different than economies of the past, and that economic ^wth might not be shared as 
equally as it has been in the past. 

Between 2000 and 2006, for example, real wages—whicb exclude benefits— increased 0.6 
percent per year; while real hourly compensation, which include benefits, increased 1 .3 
percent per year. Additionally, the Census Bureau recently reported that real median 
housriiold income grew 1.1 percent fiom 2004 to 2005, thou^ it also reported that this 
was the fiist year since 1999 in which sudi an increase was reported. Chi their face, these 
d^ would not suggest that ordinary Americans are sharing in the nation’s growth. 

It is important to note however that fiiese measures do not take the tax code into account. 
For example, figpcs 2 and 3 illustrate the tax burdens for a &nuly of four living on 
$27,300 per year and for a single parent with two children living on $14,000 have 
decreased over time. As of 2(h)4, file total income and payroll tax liabilities for these two 
families wwc $1,208 and -$2,613, respectively, con^ared tt> $5,190 and -$7I9 ten years 
prior. These changes underscore the notion that statistics that excliuk tax effects do not 
tell the whole story. 

ThCTe’s anothCT way to measure how people are doing: consumption. Just as GDP has 
been rising, so has aggregate consumption. Betwera 2001 and second quarter of this 
year, adjusted for inflation, consumption of Amwicans grew 17.24 percent 

The D^artmMit of Labor’s Consumer Expenditure Survey provides detailed 
consumption data on a cross section of Americans; we can use this to estimate how much 
of our aggregate consumption wait to each income group in recait years. 

These data reveal that the middle class has been doing pretty well for itself. Bre^ng the 
income distribution up into five “quintiles,” we tracked the consumption experience of 
the middle quintile (or middle cla^) in recent years. The data tell a striking story: 
Consumption has increased for the middle class. 

The data reject file view that we are evolving toward an economy that is less friendly 
toward the middle class, hideed, the rate at which consumption by the middle class is 
increasing has accelerated in recent years. As figure 4 indicates, Ae average annual 
consumption growth for the middle class was less thm 1 percent in the period fiom 1990 
to 1994, rose to 1.5 percent in the poiod from 1995 to 1999, andjmnpedtomorethan2 
percent in the period from 2000 to 2005. The middle class is even doing better than the 
upper crust: The growth of their consumption expenditures exceeded flie growth rate in 
the highest income category between 2000 and 2005. Consumption is becoming more 
equal across these income classes. 

We also should recognize that we have had an adverse shock to inflation. TTie real 
growth rate of the top line CPI, for example, was 1.7 percent between 2001 and 2002, but 
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has accelerated to 3.8 pwcent between 2CK)5 and 2(X)6, marking the highest increase in 
the last IS years. 

Inflation surprises, have, of course, occurred before. When they do, real wage growth is 
lower than expected, but flien as those wages are recontracted, real wage growth picks up 
again. There are signs that this normal pattern is holding up, given recent wage 
movements. 

In addition, energy prices have surprised on the downside lately. Last month, for 
example, the West Texas Interme^e spot oil price saw its largest monthly decline since 
April 2CK)3, with a drop of 1 1 .8 percent These reductions should pave the way for further 
real wage gains in coming quarters. 

It is worth emphasizing that this pattern, while still conjecture, as it is forwani looking, is 
supported by ^e mcent strength in consxunption. As is well known, consumers t^d to 
smooth out income fluctuations when setting their consumption. If they are optimistic 
about future wage gains, then they will maintain healthy consumption even when real 
wages disappoint. This appears to have been the case in recait years. 

The Near Term Budget Outltmk 

The strong economy has stimulated tax revenues, and CBO projections are still catching 
up with the good revenue news. According to UndCT Secretary of the Tre^ury Randal 
Quarles, tax receipts have been quite high in t}» current quarter, running 1 1 .7 percent 
higher than a year ago, which itself 14.6 pCTc«it higher than the previous year. 

All of that extra revenue, has not, however, closed die large g£q> between spending and 
revenues. The latest CBO estimate projects a $260 billion deficit for 2006 with steady 
increases predicted for the next four years. Why has the fiscal balance changed so much? 

Figures 5 and 6 help shed light on die picture. The dotted line on the figure 5 shows the 
latest projections for oudays in 2006, Mid compares them to past CBO projections for 
spradinginthat year, going back to the first year such a forecast is available, 1996. The 
chart tells an unambiguous story. Spending is much higher than was projected back at 
the end of Clinton presidency or the beginning of the Bush one. While it is important to 
note that these projections keqj real discretionary spending constant going forward, the 
numbers are startling. 2006 oudays, for Kcample, were $479 billion higher than the CBO 
projected oudays would be in 2001. Since the 2006 deficit looks like it will be $260 
billion, one can conclude diat we would ciUTKitly have a suiplus if government 
stayed on the spending course incorporated into the 2001 outlook. 

Figure 6 provides a similar comparison, this time respecting revenues, but has a more 
ambiguous implication. Revenues in 2006 have been much higher than ejqiected in some 
years, and lower than expected in others. This likely reflects a numbo- of f^itors. The 
2001 outlook incorrectly (in retrospect) ratcheted up growth expectations right before a 
recession and 9/11. Relative to 2000 or 1999’s long run projection for 2006, revenues 
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wore fwly close to what was projected, eves though those projections did not include the 
subsequent tax cuts. 

In the end, whether you believe that tax cuts stimulated enough growth to significantly 
pay for themselves depends on whether you believe the appropriate baseline for 
comparison is 2001, 1999, or perh£?)s some other year. But even a supply side pessimist 
would have to concede that relative to the times when we had large surpluses, revenues 
have surprised less on the downside than spending (fid on the upside. 

Going forward, it seems clear that one factor leading to the womening fiscal balance has 
been the absence of effective budget rules. 

La Hom^s Od>^sey, when Odysseus sailed past die sirens, he had his crew put wax in 
their ears and lash him to the mast so he could listra to the song without being lured to 
his doom. 

In the past, politician have enacted budget rules that similarly restrain them fi'om 
temptation. 

For example. Congress passed the Balanced Budget and Emergency Deficit Control Act 
of 1985, commonly known as the Gramm-Rudman-Hollings Act, which set maximum 
amounts for the deficit. Each year, the deficit targets would decrease, until die budget 
was balanced in fiscal 1 99 1 . If the deficit limits were exceeded, the president was 
required to cut non-^empt spending by a uniform percentage to bring the budget back in 
balance, a process called sequestration. 

Facing large deficits in 1990, Con^oss passed the Budget Enforcemrat Act, which 
enacted pay-as-you-^ rules that requir^ across-the-board cuts in non-exempt mandatory 
spending if proposed new spending and revenue measures would increase the deficit. The 
law also imposed discretionary spending caps. These provisions were allowed to expire 
in 2002. 

Did those budget rules work? Critics have argued that they cant work, because Congress 
can always vote to ignore any constrainte it puts on itself. That would be like tying 
Odysseus to the mast, but giving him a knife to cut his way out. 

But a review of the literature conducted by Massachusetts Institute of Technology 
economics professor James Poterba concluded that budget rules can and sometimes do 
work. While Concuss could in principle ignore budget rules, in practice they have tended 
not to do so, which has historictily led to smallCT deficits. * 


'Poteit)a, Janies, “Do Budget Rules Work,” in. Fiscal Policy: Lessons From Empirical Research, 
A. Auerbach ed. (C^ambridge: MIT Press, 1 997) {^.53-86 
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The LoQger Term Budget Outlook 

As die membCTS of this committee so often emphasize in their public statements, the near 
term picmre, as vexing as it is, is not nearly as important as the long run outlook. Figure 
7 portrays the sharp increase in government spending that is projected to occur in coming 
years. If policy is unchanged, then theU.S. will see its share of government to GDP 
approach that of Swedai and other European countries, and will f^e ever more difficult 
borrowing cmiditions, or striking tax increases, or both. Given the literature on 
government size and economic growth, one would expect soaring government share to 
push us onto an economic path similar to that currently experienced in much of Europe. 

The lion’s share of the problem is attributable to the aging of our society. This puts 
pressure on Social Security and e^ecially Medicare. 

It seenK that one obstacle to the kind of bipartisan cooperation necessary for entitlement 
reform is disagreement concerning the source of the rebalancing, with some arguing that 
tax increases are preferable to benefit cuts, and some taking the opposite view. 

As an economist, it seems that this debate is often muddled by misconceptions. 

Suppose, to ^art, that we live in a world of absolute certainty and rational individuals, hi 
this world, evCTyone knows what their income will be until Ae day they die. In this 
world, if an individud paj^ $10 in Social Security tax today, but gets back $10 in present 
value when be retires, &en his net b^efit is zero. A r^onal individual in fiiis case would 
not think of the $10 as a tax, or as anything at all. It’s the net benefit that mattera. If he 
pays in $14 and out $!6, then flie system imneases his lifetime income by $2. The 
same is true if he pays in $2 and gets out $4. 

If you want to rmse money fiom this fellow, then you could do it by increasing his tax to 
$11 and leaving his $10 benefit unchanged, or, reccing his benefit to $9 and leaving his 
tax unchanged. Eittier way, you take a dollar from him. 

Restoring balance in this example requires that the net b«iefit be reduced. Money is 
money. Since the net benefit is the flue tax, a benefit reduction is as much of a tax hike to 
a rational individual as an explicit tax hike. 

While die example focused on Social Security, the same analysis could also sqiply to 
Medicare. In this case, we ask individuals to pay money into the system with &e promise 
friat they will receive health benefits in the future wifri a certain value. If the individual 
values a dollar of health benefits as being worth a dollar (which he wauld not if we give 
him too many healdi benefits) then a tax incrwse and a benefit cut will not be much 
different economically. 

If we add imcertainty, needy individuals, and redistributional objectives, Uien the labels 
matter more of course. However, the situation is ambiguous enough that it is safe to say 
that lines in the sand over labels make little sense economically, and that the opposing 
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sides in this debate are far closer on the true economic content than they may realize. 
That is reassuring, because the long-run outlook is so bleak that business as usual is not 
an option. 



. Ecomnnyxom 


5 2 . 


Income and Payroll Tax Liability for a Mairied Couple 
with Two Children 

Totat Income <• $27,300 ($2004) 
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Figures. 


CBO Outlay Projections for FY 2006 



Figure 6. 


CBO Revenues Projections for FY 2006 
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Figure 7. 


Totai Federal Spending and Revenue (2005-2050) 



Senator Gregg. Thank you, Doctor. I appreciate that, those 
thoughts. 

Mr. Edwards. 

STATEMENT OF CHRIS EDWARDS, DIRECTOR OF TAX POLICY 
STUDIES, CATO INSTITUTE 

Mr. Edwards. Thank you very much, Mr. Chairman, and thanks 
for hold the committee, as with other members, and thanks for 
having me testify today. 

The economy is certainly continuing a solid expansion, and we do 
appear to be in the middle of a long boom like we enjoyed in the 
eighties and nineties. I suspect that a lot of the current good eco- 
nomic performance mainly has to do with America’s entrepreneurs 
and dynamic global markets and not so much with Federal policy- 
makers; however. Federal spending and taxation does play an im- 
portant role in aiding or impeding growth. 

The Federal Government extracts $2.7 trillion in taxes and bor- 
rowing from the private economy every year. That has two basic 
impacts. The first basic impact is that it shifts resources from the 
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more productive private economy to the less productive government 
economy. The large increases in spending in recent years will re- 
duce growth because current taxes will have to be higher than oth- 
erwise. 

The second basic impact of all that spending is that the method 
we use to extract the taxes from the economy is particularly dam- 
aging with a complex Tax Code. So to sustain our current strong 
expansion, I think they need to look at both limited spending and 
going to a simpler, more efficient Tax Code. 

Those opposed to recent tax cuts argue that tax cuts financed by 
deficits don’t do much for the economy, and it is true that recent 
tax cuts would have had more tick if we had limited spending as 
well and matched tax cuts with spending cuts. There is a crucial 
point to make here though, that all tax cuts are not created equal. 
About 45 percent of recent tax cuts since 2001, you can call a social 
policy tax cut, such as the child tax credits. Those sorts of tax cuts 
do not reduce distortions in the Tax Code and don’t really have 
much of an impact on GDP. They simply push tax burdens on to 
future generations. 

About 55 percent of recent tax cuts since 2001, however, you can 
call supply side tax cuts, such as the dividend and capital gains tax 
cuts. Those reduce distortions in the Tax Code, boost GDP growth, 
and they also don’t lose the Federal Government as much money 
as the static revenue calculations suggest. 

The greatly different impacts of different types of tax cuts can be 
seen in a joint committee taxation study last year. They did a 
micro simulation analysis of different types of tax cuts to see what 
the GDP impact would be. They found that a corporate tax rate cut 
boosted GDP growth in the long run twice as much as an indi- 
vidual income tax cut, and they found that a corporate tax cut 
boosted GDP four times as much as an expansion in the personal 
exemption, which is sort of like a social policy tax cut. 

So if you look at recent tax cuts, there is no doubt in my mind 
that the dividend and capital gains tax cut have helped the econ- 
omy grow strongly and we certainly can see the impacts on Wall 
Street. Dividend payouts by large corporations have soared since 
the dividend tax cut passed in early 2003. 

Regardless of whether one supports recent tax cuts, it is clear 
that we have a gigantic long-term spending problem. The GAO, 
basic GAO, sort of Wsiness-as-usual scenario shows Federal spend- 
ing rising from 20 percent of GDP this year to about 45 percent of 
GI3P by 2040, and the long-term problem is actually really worse 
than that, because we risk here, moving forward, sort of an eco- 
nomic death spiral. If Congress tries to jack up tax rates to meet 
rising spending, that will cause greater tax avoidance, slower 
growth, and less tax revenue, perhaps prompting Congress to jack 
up taxes even higher than the GAO numbers indicate. 

So what we need to do is we have got a bleak future here for 
young Americans unless we do some serious spending reforms. We 
need tougher budget rules, and I certainly laud the chairman for 
his SOS bill. I guess it is S. 3521. He has got some great ideas re- 
garding limiting entitlement spending and discretionary spending. 
I think an even more basic idea we should consider is putting an 
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overall cap on total growth and total outlays by the Federal Gov- 
ernment every year. 

A number of States have such caps, and it just seems like such 
a simple and obvious idea, we ought to consider it Federal. The 
idea is you would cap total outlays every year by some indicator, 
like personal income, or it could cap total outlays with some fixed 
percentage number, like four or 5 percent. That would make it very 
easy for Congress to plan their outlays in the future, and it would 
make it very easy for the public and groups in the private sector 
to see whether Congress is cheating or whether they are following 
their budget rules. With a cap in place. Congress could consider 
their annual budget resolution. They would look at where the 
spending cap that is in the statute of law was and it could include 
reconciliation bills in your annual resolution to get spending under 
the cap. If the end of the fiscal year comes around and Congress 
hasn’t met the cap, the President would be required to sequester 
spending, sort of like under GRA’s role in 1990 in the Budget En- 
forcement Act. 

So it is clear budget rules are clearly not working. We have got 
non-stop deficits. In most years over the recent decade, we have 
had large deficits. We have got these gigantic unfunded obligations 
that have built up. We clearly need to experiment with new types 
of budget rules. I think the ideas in the chairman’s SOS bill are 
great, but I also think we need to look at a cap on overall Federal 
outlays. 

Thanks for having the hearing. I am happy to answer any ques- 
tions. 

[The prepared statement of Mr. Edwards follows:] 
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Mr. Chairman and members of the committee, thank you for inviting me to testify today on the 
economic and budget situation. The U.S. economy is continuing its solid expansion, and we appear to 
be in the middle of a long boom, as the nation enjoyed during the 1980s and 1990s. 1 suspect that much 
of the good economic performance of recent years has little to do with the actions of foderai 
policymakers. Instead, the activities of America’s entrepreneurs, continued advances in technology, 
and the dynamism of global markets are the main drivers ofU.S. economic growth and job creation. 

However, federal spending, tax levels, and the tax structure play important roles in aiding or impeding 
growth. I will discuss some of the relationships between fiscal policy and growth in light of recent tax 
and budget developments. 

Background: The Cost of Federal Spending 

To support its large budget, the federal government will extract $2.4 trillion in taxes and about $300 
billion in borrowed funds from families, businesses, and investors in fiscal 2006. Urat extraction 
transfers resources from the more productive private sector to the generally less productive 
government sector of the economy. Many studies have shown that, all else equal, the larger the 
government’s share of the economy, the slower economic growth will be.' 

It is clear that a largw federal budget results in slower growth when you consider that a big share of 
spending is aimed at “social” goals, not at spurring ^owth. Indeed, 50 percent of the fed^'al budget 
goes to transfers, which are typically justified on “feimess” grounds, not economic ^ounds.^ For 
example, the largest federal program. Social Security, has a negative impact on growth the way it is 
currently structured. People may support the current Social Security system for non-economic reasons, 
but economists believe that its pay-as-you-go structure reduces national savings and economic ^wth. 

An additional problem is that extracting the taxes needed to support federal spending is a complex and 
economically damaging process. As a result, substantially more than one dollar of private activities are 
displaced for every added dollar of spending. Those added costs are called “deadweight losses,” which 
are inefficiencies created by distortions to working, investment, and entrepreneurship. Those 
distortions reduce the nation's standard of living 

The Congressional Budget Office found that "typical estimates of the eamomic [deadweight} cost of a 
dollar of tax revenue range from 20 cents to 60 cents over and above the revemie raised. "^Studies by 
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Harvard’s Martin Feldstein have found that deadweight losses are even larger. He noted that “the 
deadweight burden caused by incremental taxation ... may exceed one dollar per dollar of revenue 
raised, making the cost of incremental governmental spending more than two dollars for each dollar of 
government spaiding.”^ 

What this means is that the large increases in federal spending of recent years will create a substantial 
toll on the economy because current or future taxes will be higher than otherwise to fiind the 
expansion. There is no &ee lunch on the spending side of the federal budget, but we can minimize the 
damage of raising federal funds by continuing to reform the most distoitionary aspects of the income 
tax systwn. 

Tax Cuts and Deflciis 

Policymakers opposed to recent tax cuts have argued that tax cuts that are “financed by deficits” don’t 
do much good for die economy. It is true that recent tax cuts have not benefited the economy as much 
as diey would have if they had been matched by spending cuts.^ To (he extent that recent tax cuts have 
added to fedaal deficits, a bindoi is imposed on future taxpayws (assuming that federal spending is 
not affected).* 

However, there is a crucial point to consider with regard to the debate over recent tax cuts and budget 
deficits — not all tax cuts are created equal. Tax cuts that reduce (he worst distortions in the tax code 
will spur economic growth and will not create as large a revenue loss as static calculations suggest. 
Such high-value tax cuts represent long-term reforms to the federal fiscal system that should be 
implemented regardless of the current budget balance. By contrast, further tax reductions that do not 
simplify the tax code or make it more efficient should be avoided, or at least not considered unless they 
are matched by equal spending cuts. 

Here are some general rules to use in maximizing the pro-growth benefits of tax cuts: 

• Reduce the highest marginal tax rates because those rates create the largest deadweight losses. 
High mar^al lax rates exacerbate every distortion in the tax code. A flatter tax structure with 
lower rates would be much more efficient than today’s graduated, or “progressive,” structure.’ 

• Reduce taxes on the most mobile tax bases because that would create the largest increase in 
productive activities and the largest reduction in tax avoidance. Capital, in particular, is 
becoming increasingly mobile in today’s competitive global economy. 

• Reduce taxes on savings and investment, "niat would increase the nation’s capital slock, boost 
productivity, and raise worker wages. Simulations by Harvard’s Dale Jorgenson and Kun- 
YoungYun found that the potential welfare gains from replacing current income taxes with 
consumption-based taxes is “very large” at more than $2 trillion.* 

Numerous studies have found that tax cuts on capital income are particularly beneficial to the 
economy. A 2005 Joint Committee on Taxation study presented the results of a macroeconomic 
simulation of hypothetical personal and corporate income tax cuts.’ They found that a coiporate tax 
rate cut (matched by spending cuts) boosted 13.S. output twice as much in the long run as an individual 
rate cut of the same dollar magnitude. 
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Tax cuts that reduce tax code inefficiencies and spur growth are called “supply-side” tax cuts. Tax cuts 
that are not aimed at spurring growth can be call^ “social policy” tax cuts. 

Federal tax legislation since 2001 has been a mix of supply-side and social policy cuts. Figure 1 shows 
that about 55 percent of recent lax cuts have been supply-side tax cuts, including the reductions in 
individual rates, the dividoid and capital gains tax cuts, small business expensing, and the 
liberalization of savings accounts. The other 45 percent of recent tax cuts have been social policy tax 
cuts, including the new 10 percent income tax bracket, the expansion of the child tax credit, and 
various education tax benefits.'® 



2016- Supply-side tax cuts include indtvidnal rate cuts (except the 10 percent bracket), 
dividend and capitai gains tax cuts, small business expensing, and savings vdiicle 
liberalization. Social policy tax cuts include the child lax credit, marriage penally relief, 
education incentives, and other cuts. 

The economic impact of recent social policy tax cuts, if combined with higher deficits, is mixed at best 
because those cuts graieraily do not reduce the deadweight losses of the tax system. By contrast, 
supply-side tax cuts boost long-term economic growth." The dividend and capital gains tax cuts of 
2003, for example, have helped to reduce long-reco^ized distortions caused by the double taxation of 
corporate equity. The markets have responded strongly to the dividend and capital gains cuts, 
indicating that the prior hi grates were creating substantial distortions. 

The average per-share dividrad payout for corporations in the Standard & Poor’s 500 has increased 50 
percent since the tax cut passed in early 2003.'^ Meanwhile, the Standard & Poor’s 500 stodc market 
index soared by more than 20 percent in the year following the 2003 cuts. Also note that capitai gains 
tax receipts have risen from about $50 billion annually in 2003 to more than $80 billion this year, 
despite the rate cut from 20 to 15 percent’’ Of course, dividend payouts and capita! gains realizations 
are partly on the rise due to the economic expansion, but the strong positive effects we have seen 
makes it tou^ to argue that these cuts are not contributing to current growth. 




78 


Recent supply-side tax changes have also included individual rate cuts. Cutting the top income tax rate 
from 40 to 35 percent was particularly good policy because the top end is where the largest efficiency 
gains can be achieved.’^ Those in the top brackets have the most flexibility in adjusting their taxable 
income, and their actions create substantial impacts on the economy.'^ People with high incomes ofttai 
have unique talents as executives, surgeons, entrepreneurs, and other hi^-value occupations. About 
three-quarters of the top 1 percent of federal taxpayers report small business income.'® Numerous 
studies have found that marginal tax rate changes have substantial effects on small business hiring and 
investment.'^ Note that the bipartisan Tax Reform Act of 1986 reduced the top marginal rate to just 28 
percent. Thus, recent tax cuts have moved in the ri^i direction, but have not fully reversed the rate 
increases passed in 1990 and 1993. 

In addition to extending recent supply-side tax cuts on the individual side, Congress should reduce the 
excessively high U.S. corporate tax rate. Many countries have cut their corporate tax rates in recent 
years to attract forei^i investment and promote growth. The average top corporate tax rate across the 
25 countries of the European Union is 27 percent, which compares to the U.S. federal and average state 
rate of 40 percent.'* In today’s competitive global economy, policymakers need to respond to foreigi 
reforms and cut U.S. income tax rates. 

Spending Increases, Not Tax Cuts, Are the Problem 

Have tax cuts or spending increases caused today’s large budget deficits? Federal outlays have 
increased from $1.9 trillion in fiscal 2001 toS2.7 trillion by fiscal 2006, an increase of $800 billion. By 
contrast, the tax cutsaiacted in 2001 and 2003 have reduced federal revenues by rou^ly $200 billion 
this year.'’ Thus, recent spending increases are four times more important in explaining the current 
budget deficit than are recent tax culs.^® 

Another way to think about recent tax cuts is that they have helped reverse the large tax increases of 
1990 and 1993. CBO data shows that those tax increases increased federal revenues by a combined 1.1 
percent of GDP over the first five years after each was enacted. The 2001 and 2(M)3 tax cuts reduced 
revenues by a similar magnitude of 1 .2 percent of GDP over the first five years after each was 
enacted.^’ 

Looking ahead, Congress should extend the supply-side tax cuts of recent years beyond the current 
2010expiration.^^To allay fears about the effects of tax extensions on the deficit, Congress should set 
a goal of eliminating the deficit with spending cuts by 201 1 . After all, “American citizens are not 
under-taxed by their govemmait, rather the government spends too much,” as Senator Judd Gregg (R- 
NH) recognized in his “Stop Over Spending Act of 2006” (S. 3521).^^ The country faces a huge 
entitlement crunch in the future, but tbe government is spending too much right now, as Senator Gregg 
notes. Cutting unwarranted spending will free up space for extending supply-side tax cuts and dealing 
with the entitlement problem. 

Regardless of ^^diether or not one supports recent tax cirts, it is clear that there are gigantic long-term 
fiscal problems on the spmding side of the budget. The Government Accountability Office has 
projected a long-range business-as-usual scenario for the budget. The projections assume that 
entitlement programs are not reformed, and that other programs and taxes stay at the same size as 
today relative to GDP, Under that scenario, federal spending would grow from 20 percent of GDP 
today to a staggering 45 percent of GDP by 2040. Such a European-sized government would bring 
with it slow growth, lower wages, a lack of opportunities, and many other pathologies. 
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Unfortunately, the long-term fiscal situation could be even worse than that. The GAO’s “static” 
estimates ignore the economic death spiral that would occur if taxes were raised in an attempt to hind 
higher spending. Highw taxes would result in greater tax avoidance, slower growth, less reported 
income, and thus less than expected tax revenue, perhapspromptingpolicymakerstojackup tax rates 
even higher. 

Consider Social Security and Medicare Part A, which are funded by the federal payroll lax. On a static 
basis, the cost of these two programs as a share of taxable wages is projected to rise from 1 4 percent in 

2005 to 25 percent in 2040." But as tax rales rise, the tax base will shrink. To g« the money it would 
need to pay for rising benefits, and taking into account this dynamic effect, the goveminenl would have 
to hike the payroll tax rate to about 30 percent by 2040." That would be a crushing blow to working 
Americans, who would have to pay this tax in addition to all the other federal and state taxes they pay. 

Note that on lop of these federal costs, state and local governments are also imposing large and 
unfunded obligations on future generations. Slate and local governments have rapidly rising levels of 
bond debt, and they have unfunded costs for their workers’ pension and health plans that could total 
more than $2 trillion.^^ 

Reform Options 

Tliese figures suggest a bleak fiscal future awaiting young Americans and taxpayers without major 
reforms. There are many actions that should be taken right away to reduce deficits and unfunded 
obligations. 

• Social Security should be cut by indexing future initial benefits to the guwth in prices rather 
than wages. 

• Medicare deductibles and premiums should be increased. Those changes could be phased-in 
over lime, but it is important to get the needed cuts signed into law to reduce the exposure of 
taxpayers. 

• Medicaid should be block-granted and the federal contribution to the program restrained or cut. 
This was the successful strategy behind the 1 996 welfare reform. 

• Federalism should be revived and federal aid to the states cut sharply. Aid to the states does not 
make any economic s«ise. It has been a bastion of “pork” spending, and it has created massive 
bureaucracies at all three levels of government. With the coming entitlement oundi, the federal 
government simply cannot afford to be Santa Claus to the slates any longer. 

Of course, such cuts are politically difficult for Confess to make. That is why new budgeting 
structures are needed to get a handle on rising spending and deficits. Considering that federal outlays 
have increased 45 percent in the last five years and the government has run deficits in 33 of the last 37 
years, it is obvious that current budget rules are not working very well. 

That is why I aMlaud Soiator Gregg for his budget reform proposals in the Stop Over Spending Act of 

2006 (S. 3521)." The Act contains new rules to control deficits, restrain entitlement spending, cap 
discr^ionary spending, limit “emergency” spending, and create a commission to eliminate waste in 
federal programs. 
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Sadly, imposing such sensible budget reforms has drawn opposition.^’ Some people argue that new 
budget restrictions are not needed because Confess has the pow« to restrain spendiiig anytime it 
wants. But political scientists have long recognized that the self-interested actions of individual 
policymakers often lead to overall legislative outcomes that undermine the genwal welfare. Indeed, 
frequOTt statements by many policymakers make it clear that their lop priority is to target spending to 
interests in their states, not to legislate in the national interest- If left to their own devices, many 
members become activists for narrow causes, while broader concerns such as the size of the federal 
debt are ignored. 

New and improved federal budget rules are needed to channel the energies of members into reforms 
that are in the interests of average citizeais and taxpayers. Without tight budget rules, Capitol Hill 
dracends into an "every man for himself’ spending stampede — a budget anarchy that creates 
unsustainable budget expansion and soaring deficits. That is why there have been numerous, and oft«i 
bipartisan, efforts to create new budget procedures, such the 1974 Budget Act, the 1985 Gramm- 
Rudman-Hollings Act, and the 1 990 Budget Enforcement Act. 

Senator Gregg’s bill, S. 3521, simply proposes to add resbmnts to the federal budget that are common 
in the 50 stales.^® Virtually all the states have statutory or constitutional requirements to balance their 
budgets. Gov«nors in 42 states have line-item veto authority. Most state constitutions include 
limitations on government debt. A number of slates have commissions similar to the “CARFA” 
proposed in S. 3521, which would reevaluate spending programs at regular intervals.” More than half 
the states have some form of overall lax and exp«idilure limitation (TEL).^^ Also, the states are 
fiscally constrained by the need to prevent their bond ratings from falling. 

Capping Total Federal Spending 

Senator Gregg's proposals are an excellent starting point for discussing budget reforms, but Congress 
should also consider a more comprehensive budget control idea. Hiat is to impose a statutory cap on 
the annual growth in total federal outlays, including discretionary and entitlement spending." Deficits 
are a byproduct of the overspending problem, and such a cap would target that core problem directly. 
The basic principle of a budget growth cap is that the government should live within constraints, as 
average families do, and not consume an increasing share of the nation’s output. 

Prior budget control efforts have imposed caps on discretionary spending, but not entitlement 
spending. Y et the rapid ^owth in entitlement spending may cause a major budget crisis, and thus 
should be included under any cap. There has been interest in capping entitlements in the past. In 1992, 
the bipartisan Strengthening of America Commission, headed by Sens. Sam Nunn (D-GA) and Pete 
Domenici (R-NM), proposed capping all non-Social Security entitlement spending at the growth rate 
of inflation plus the number of beneficiaries in programs.^^ The Entitlement Control Act of 1994 (H.R. 
4593) introduced by Rep. Charles Stenhohn (D-TX) would have capped the growth in all entitlement 
programs to inflation plus one percent plus the number of beneficiaries. Both of those proposals 
included procedures for sequestering entitlement spending with broad cuts if the caps were breached. 

A simple way to structure a cap is to limit annua! spending growth to the growth in an economic 
indicator such as personal income. Another possible cap is the sum of population ^owth plus inflation. 
In that case, if population grew at 1 percent and inflation was 3 percent, then federal spending could 
grow at most by 4 percent. That is the limit used in Colorado’s successful ’TABOR” budget law. 
Whichever indicator is used should be smoothed by avera^ng it over about five years. 
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An interesting alternative would be to simply cap total federal spending ^owth at a fixed percentage, 
such as four percent That would make it easy for Congress to plan ahead in budgeting, and would 
prevent efforts to change caps by fudging estimates of economic indicators. Another interesting 
advantage of a fixed percentage cap is that it would provide an incentive for Conp'ess to support a low 
inflation policy by the Federal Reserve Board. 

With a spending cap in place, Congress would pass annual budget resolutions making sure that 
discretionary and entitlement spending was projected to fit under the cap for upcoming years. 
Reconciliation instructions could be included to reduce entitlement spending to fit under the cap for the 
current budget year and to reduce out-year spending to fit under projected luture caps. Thus, as under 
Senator Gregg’s bill, such a spending cap would utilize regular reconciliation bills to reduce excess 
growth in entitlment programs. 

The Office of Management and Budget would provide regular updates regarding whether spending is 
likely to breach the annual cap, and Congress could take corrective actions as needed. If a session 
ended and the 0MB determined that outlays were still above the cap, the president would be required 
to cut. or sequester, spending across the board by the amount needed. The GRH and the BEA included 
sequester mechanisms that covered only portions of the defense, nondefense, and «rtitlem«rt budgets. 
A broader sequester, as under Senator Gregg’s bill, would be a better approach. 

A shortcoming of a statutory spending cap and other budget rules is that Congress would always have 
the option of rewriting the law if it didn't want to comply. But a cap on overall spending would be a 
very simple and high-profile symbol of restraint for supportCTS in Congress and the public to rally 
around and defend. An overall cap on spending growth of, say, four percent is easy to understand, and 
watchdog groups would keep the public informed about any cheating by policymakers. Over time, 
public awareness and budgetary tradition would aid in the enforcement of a cap. 

Conclusion 

Federal policymakers need a change in mindset and tougher budget rules to ward off large lax hikes as 
entitlement costs soar in future years. To extend the recent tax cuts and ensure continued strong 
economic growth, policymakers need to scour the budget for programs and agencies to cut.*^ The 
proposed rules in Senator Gregg’s bill (S. 3521), or a ^owlh cap on total spending, should be part of 
the solution to get the budge) under control. Clearly, current budget rules have not worked v«y well, 
and we should experiment with new rales to try and get a grip on the overspending problem. 

Thank you for holding these important hearings. 1 look forward to working with the committee on its 
agenda for federal budget reform. 

Chris Edwards 

Director of Tax Policy Studies 
Cato Institute 
cedwards@cato.org 
www.cato.org/people/ed wards.html 


' See James Gwartney and Robert Lawson, “Economic Freedom of the World: 2004 Annual RqDort,” 
Fraser Institute, 2004, and see James Gwartney and Robert Lawson, “Economic Frealom of the 
World: 2005 Annual Report,” Fraser Institute, 2005. For a summary of academic studies, see Daniel J. 
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Mitchell, “The Impact of Govarunent Spending on Economic Growth,” Heritage Foundation, 

15, 2005. Testate this relationship more precisely, if the government increases its share of the 
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Senator Gregg. Thank you, Mr. Edwards. I appreciate those 
comments. 

Dr. Orszag. 

STATEMENT OF PETER ORSZAG, DEPUTY DIRECTOR OF 
ECONOMIC STUDIES, BROOKINGS INSTITUTION 

Mr. Orszag. Thank you, Mr. Chairman and Members of the 
Committee. 

Today as a Nation, we are neither paying our way nor investing 
sufficiently in our workers. The Nation’s net national saving rate 
is hovering around 2 percent of national income. I would say there 
is no good outcome that comes from the world’s leading economic 
power only saving 2 percent of its income. It means that we either 
only invest 2 percent of our income, which will starve workers in 
the future of the productive capital that they need to have higher 
wages, or it means that we borrow the difference from foreigners, 
which is increasingly what we are doing. That, however, is not a 
free lunch. We owe the money back. We are mortgaging our future 
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income by borrowing such massive amounts from foreigners. 
Roughly half of the public debt now is owned abroad. 

The second problem is stagnant real income and more risk for 
middle class families. Family incomes are basically flat. If you look 
at the consumer expenditure survey itself, which Dr. Hassett al- 
ready mentioned, and just look at consumption levels in that sur- 
vey, consumption levels for the middle quintile are also flat. Across 
a wide variety of indicators, outcomes for middle class families look 
like since 2000 they are basically stagnant. 

At the same time, families face increased income risk. The prob- 
ability of a 50 percent decline in income over a 2-year period has 
more than doubled since the early 1970’s. So middle class families 
and lower income families are facing both stagnant real incomes 
and increased risk, and we need to address that problem too. 

Unfortunately, the tax cuts have exacerbated both problems. By 
2015, they will have contributed roughly $5 trillion to the Nation’s 
debt. That is 25 percent of our GDP, and ultimately because the 
tax cuts have to be paid for, they will reduce real incomes for the 
vast majority of families, more than three-quarters of families, once 
you take into account the necessary spending reductions or other 
revenue increases to offset the cost of the tax cuts. 

But everyone says. Well, maybe those costs are worth it because 
the tax cuts boost growth, and it is true that in the short run, they 
have had some modest effect on economic performance, but we 
could have gotten that same kick much more cheaply if we had 
pursued other policies; and, more importantly, over the long term, 
the vast bulk of the studies suggest that because the tax cuts are 
deficit financed and because they were not particularly well de- 
signed to promote economic growth, their long-term impact on the 
economy is negative, not positive. 

So we have both problems being exacerbated. Ultimately, the tax 
cuts increase national debt, reduce national saving, impair long- 
term economic performance, reduce incomes for most families, and 
also reduce after-tax income volatility, which families are also 
struggling with. So what should we do instead of that approach? 
And I think Senator Alexander actually touched upon it. There is 
a better way in which we invest in education, research, technology, 
and increase national saving. 

The basic alternative view in which the way to promote economic 
growth, broad-based participation in that ^owth, and improved 
economic security is the basis for a new project at Brookings that 
I direct called the ’’Hamilton Project" where we are putting out a 
lot of ideas about exactly how to go about doing that. 

So what do we need to do? First, increase national saving, obvi- 
ously, we need to get the fiscal deficit under control, because the 
fiscal imbalance is a major contributor to that low national saving 
rate that I mentioned. I am sure we will talk about ways to get 
the fiscal imbalance reduced. Beyond that, we need to raise per- 
sonal saving, and by far, the best way to raise personal saving in 
the United States is to make it easier and more automatic for 
households to save. 

I would note that there was legislation introduced yesterday that 
Senator Conrad was a cosponsor of, along with Senator Smith and 
I believe two or three other Senators on a bipartisan basis, to ere- 
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ate an automatic IRA so that workers that go to work at firms that 
don’t sponsor a pension plan would automatically be enrolled in an 
IRA. The evidence is overwhelming that these sorts of “EZ-Pass” 
approaches or automatic saving approaches work and we should be 
pursuing them much more vigorously. 

In addition to that, in my written testimony, I provide another 
idea that I think is worthy of attention. We in the United States 
spend roughly $500 billion a year through the Tax Code providing 
incentives for health care, retirement, homeownership, and other 
socially beneficial activities. Almost all of that is done in the form 
of deductions or exclusions, which link the size of the tax break to 
someone’s marginal tax bracket. Not only does that skew the bene- 
fits toward higher income households, but it is economically ineffi- 
cient, because unless you think that high income households are 
more responsive to that incentive or generate larger benefits when 
they do respond, it doesn’t make any sense to provide a larger tax 
break to one particular set of households than another. 

In a recent paper with Fred Goldberg, who was the IRS Commis- 
sion under the first President Bush, and Lily Batchelder of New 
York University we argued that basically all of those tax incentives 
should be reconsidered and done on a uniform credit basis rather 
than with a deduction or exclusion, which would both be fairer and 
more efficient, and there are very few opportunities that we face 
in the United States to improve both equity and efficiency, and I 
would urge you to seriously consider that as an approach. 

So the bottom line is there is a much better way to promote eco- 
nomic growth than tax cuts that run up the deficit, reduce national 
saving, and ultimately will impair incomes for most families. 

Thank you, Mr. Chairman. 

[The prepared statement of Dr. Orszag follows:] 
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“Promoting Fiscal Discipline and Broad-Based Economic Growth*^ 

Testimony before the Senate Budget Committee 
Peter R. Orszag' 

Joseph A. Pechman Senior Fellow, The Brookii^s Institution 
Director, Die Hamilton Project 

September 28, 2006 

Mr. Chairmai and members of the committee, thank you for the opportunity to 
appear before you today. To summarize my testimony, we are neither paying our way 
nor investing sufficiently in our workers. The nation’s low saving rate and the 
combination of real income stagnation and increased income risk for most &milies 
represent die most pressing economic problems facing the country: 

• The low saving rate, which is closely tied to the Federal budget deficit, 
generates massive borrowing from abroad and mortgages die future incomes 
of Americans. 

• Stagimt income and increased income risks for middle- and low-income 
families threaten a backlash that could significantly reduce growth. 

The 2001 and 2003 tax cuts substantially exacerbate both problems. The tax cuts 
increase government borrowing and reduce national saving. In addition, they widen 
income inequality and will ultimately reduce incomes for most middle- and low-income 
families, vriiile diminishing the effectiveness of the tax s)rstem in cushio ning fluctuations 
in after-tax income. 

Proponents of the tax cuts argue that these costs are worfli bearing because the tax 
cuts generate economic growth. The tax cuts, however, have had at best a modest 
positive effect on short-term economic growth — ^and any such positive effect could have 
been accomplished at lower cost through other means. PurdiCTmore, the tax cuts wll 
likely reduce economic growth over the long run. The tax cirts thus increase government 
debt, reduce national saving, increase income volatility, reduce incomes for most families 
in the long run, and impair long-term economic growth. 

A much better approach to promoting economic growth involves increasing 
national saving and making investments in education, research, and economic security. 
This approach is likely to be both more effective at genCTating growth and more likely to 
result in broad-based participation in that growth. It is the basis of a new project, Die 
Hamilton Project, at Brookings.^ 


' The views expressed in this testimony are those of the anthw alone and do not necessarily rejnesott those 
of die staf^ officers, or trustees of Ae Brookings Institution or the members of Ae Advisoiy Council of The 
Hamilton Project. This testnamy draws upon joint wwk wiA Lily Batchelder, Michael Deich, Bill Gale, 
Jon Gruber, and Tim Taylor, among others. 

For more informaticm on The Hamilton Project, see www.hamiltonproject.OTg. 
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I. Economic background 

Hie b^kground for my testimony is jffovided through two sets of charts about the 
United States economy. The first set explores the nation’s low national saving rate, its 
connection to the budget deficit, and its consequences. The second set examines income 
stagnation and volatility. 

National saving and the budget deficit 

The first chart ^ows that net natioMl saving has declined markedly over the past 
five years. Although it has rebounded slightly since the beginning of this year, net 
national saving remains less than 3 percent of national income, roughly half the rate of 
the 1990s. The chart also shows the close connection between how much the Federal 
government saves or dissaves — ^that is, the surplus or deficit in the Federal budget — and 
how miudi the nation as a whole saves. , Put simply, the more die Federal government 
borrows, die less the nation as a whole saves. More rigorous econometric work suggests 
that an increase in the Fetteral budget deficit of 1 percent of Gross Domestic Product 
(GDP) reduces national savii^ by between 0.5 percent and 0.8 percent of GDP.^ In other 
words, the deterioration in the Federal budget since 2000 can explain perhaps as much as 
two-thirds of die decline in net national saving over the same period. 

The decline in national saving, driven mostly by the increase in the budget deficit, 
is triggering a massive increase in borrowing fiom abroad. Hie second figure shows net 
natioi^ saving and net domestic investment — that is, saving and investment minus 
depreciation — as a share of national income over the past two decades. As the figure 
indicates, net domestic investment, after climbing steadily during the late 1990s and then 
declining sharply in 2001 and 2002, now iqjpears to have stabilized at approximately 8 
percent of national income, roughly its level in the mid-1990s. This net domestic 
investment must be financed either by net national saving or borrowing fiom alaoad. 
Over the past few years, it has increa^i^y been financed by borrowing from abroad, as 
net national saving has declined. The increase in borrowing from abroad is reflected in 
die growing current account deficit, which has increased from under 2.5 percent of 
national income in 1998 to more than 7 percent in 2005. 


’ Willian Q. Gale and Peter R. Orszag, “Budget Deficits, National Saving, Md Interest Rates” Brookings 
Pi^rs on Economic Activity, no. 2 (Fall 2004), 101-87. 
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Figure 1: The federal budget and net national saving 
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Source; Author’s calculations based on data from the Bureau of Economic Analysis. 

Figure 2: Net national saving and investment 



Source: Author’s calculations based on data from the Bureau of Economic Analysis. 
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The increase in borrowing from abroad is manifesting itself most prominently in 
foreign owiwrship of Federal government debt. Figure 3 shows the share of publicly held 
debt that is own^ by foreigners. Almost half of the nation’s publicly held debt is now 
owned by foreigners, up sharply from roughly a quarter a decade ago. The increase in the 
foreign share has been particularly rapid over the past few years. 

Figure 3: Foreign ownership of Federal debt 



Source: Department of Hie Treasury 


Under the conventional view of deficits, which is consistent with the story told by 
Figures 1 through 3, ongoing budget deficits decrease national saving, which then 
manifests in reduced domestic investment, increased borrowing fiom abroad, or some 
combination thereof. Over tiie past few years, the main adjusinient channel appears to 
have been increased borrowii^ fiom abroad. The external borrowing requires more 
of the returns fiom the domestic capital stock accrue to foreigners over time, thereby 
i^ucing future national income, with the loss in income steadily growing. Undw this 
mainstream view, the costs imposed by sustained deficits tend to build gradually, rather 
than occur suddenly. Federal Reserve Chairman Ben Bemanke recently expressed 
precisely tills worry: “I am quite concerned about tiie intermediate-to-long-term federal 
budget outlook .... By holding down fee growth of national saving and real capital 
accumulation, the prospective increase in fee budget deficit will place at risk future living 
standards of our country.”^ 


* Greg Ip, “Bemanke Wants Lower Deficits, Doesn’t Rule Out Tax Increases,” ffall Street JounutI sec. A 
March 15, 2006, 2. 
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The adverse consequences of sustained large budget deficits may well be fer 
larger and occur more suddenly dian the conventional analysis suggests, however. 
Substantial deficits projected far into the future can cause a fundament^ shift in market 
expectations and a related loss of business and consumer confidence both at borne and 
abroad. The unfavorable dynamic effects that could ensue are largely if not entirely 
excluded from the conventional analysis of budget deficit. This omission is 
understandable and appropriate in the context of deficits that are small and tenqiorary; it 
is incre^ingly untenable, however, in an environment where deficits are large and 
permanent. Substantial oi^oing deficits may severely and adversely affect expectations 
and confidence, which in turn can generate a self-reinforcing negative cycle among the 
fiscal deficit, financial markets, and the real economy. 

Income stagnation and volatility 

The next two figures document the second challenge facing policy-makers: that 
income growth has been stagnant at the same time that income volatility has increased 
significantly. 

Figure 4 shows the pattern of growth in productivity and real median family 
income. Although the two series tracked each other closely be^een 1947 and 1973, they 
appear to have gotten a divorce since then. The primary reason is a substantial increase 
in wage inequality, with stunning increases especially at the very top of the wage 
distribution. According to data compiled by Emmanuel Saez and Thomas Piketty, die top 
I percent of wage earners accounted for 5.6 percent of total wages in 1975. By 2004, 
their share lad risen to 1 1 .2 percent. The top 0. 1 percent — ^that is, one out of a thousand 
workers — accormtedfiir 1.3 percent of aggregate wages in 1975 and 4.4 percent in 2004.^ 

The final figure shows that over the fast two decades, even as macroeconomic 
fluctuations in GDP and imemployment have declined relative to previous decades, the 
volatility of femily incomes has grown markedly. As Jacob Hacker of Yale University 
has shown, the probability that an American family will experience a drop in femily 
income of 50 percent or more in any two-year period has doubled fiom 7 pwcent in the 
early 1970s to 17 percent today (see Figure 5). 


' Table B2, httpy'/elsa.b«lceiey.edu/*-saez/TabFig2004preI.xls. 
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Figure 4: Productivity aud family income 


Figure 5: Predicted probability of family income decline of 50 percent or greater 
18% 
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II. The role of the tax cute 

The tax cuts have exacerbated both of these problems. The revenue loss 
associated with the tax cuts amounts to roughly 2 percent of GDP. In 2006 alone, the tax 
cuts entail a budgetary cost (including ad^tional interest on the government debt from 
the tax cuts since 2001) of $258 billion. It is noteworthy that the budget deficit projected 
by the Congressional Budget Office for this year is $260 billion. The tax cuts have clearly 
played a substantial role in expanding the budget deficit, which in turn (see Figure 1) has 
reduced national saving. 

The tax cuts explain much of the deterioration in the budget outlook since the start 
of 2001. Roughly 70 percent of that deterioration comes fiomfte tax cute and spending 
increases, nitb^ than from economic and technical factors outside policymakers’ control. 
Of those policy changes, the tax cute account for almost half the cost (Table 1). Increases 
in domestic spending (excludii^ homeland security) account for only about 6 percent of 
the cost of legislation enacted since the beginning of 2001. 


Table 1; Deficit impact of legislatioa enacted since 2001 


Type of legislation 

Share of legislation cost 
2002-2011 

Tax cute 

49% 

Defense, homeland security, intenmtional 

35% 

Entitlements 

10% 

Domestic discretionary (excluduw homeland security) 

6% 


Source: CBPP calcnl^ons based on Congressional Budget Office data. Assumes extension of the 
President’s tax cuts, continmuion of Alternative Minimum Tax relief a gradual phase-down of operations 
in Iraq and Afghanistan, and timding of the defense requests in the President’s FY 2007 budget. 


If the tax cute are extended without being offset, and are not erased over time by 
the Alternative Minimum Tax, they wiU increase the federal debt by $5 trillion in 2015, 
or by 25 percent of GDP in that year (see Figure 6). This additional debt reduces the 
capital stock owned by Americans and imposes a drag on future economic performmice. 

Figure 7, which is based on projections from the Center on Budget and Policy 
Priorities, provides further insight into the impact of extending the tax cuts (without 
oflfeetting their cost) on the budget outlook. As the figure suggests, despite the feet that 
the long-tenn problem feeing the Federal budget is primarily the cost of health care, 
extending the tax cuts witiiout offsetting their cost would have a material adverse effect 
on fee budget throi^h 2050 and beyond. 
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Figure 6: Additional public debt, as share of GDP, attributable to tax cuts 
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Source; Authw’s calculaticns based mi data &om CBO and Tax Policy Center. 

Figure 7: Budget balance through 2050 



Source: Center on Budget and Policy Priorities 
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The tax cuts also exacerbate the problems facing middle-class families. To 
measure the effects of the tax cuts across the distribution of income, I use the micro- 
simulation model developed at the Tax Policy Center and examine the percentage change 
in after-tax income. If everyone’s after-tax income changes by the same percentage, the 
distribution of after-tax income would remain the same before and after the tax cuts. 

Table 2 reports the results, using estimated figures for 2010. After-tax income 
rises by 0.2 percent in the bottom quintile and by 4.1 percent in the top quintile. It rises 
even further within the top quintile, with a 6.1 percent increase for Ae top 1 percent. 
Thus, the tax cuts raise after-tax income by a greater i»rcentage for high-income 
housdiolds ftian for all others. Table 2 is a misleading guide to the effects of the tax cuts 
on most families, however. It assumes that the tax cuts need never be offset by spending 
reductions or other revenue increases; it can thus create the misleading impression that 
everyone must be better off, because the direct tax-cut benefits are included but the 
requisite costs in terms of spending cuts or other tax increases are ignored. 


Table 2; Distributional effect of tax cuts in 2010* 


Cash Income Percentile^ 

Change in After-Tax Irwome (Percent)’ 

Lowest Ouintile 

0.2 

Second Ouintile 

1.7 

Middle Quintile 

2.4 

Fourth Ouintile 

2.4 

Top Ouintile 

4.1 

All 

3.4 



Addendum 


80-99 Percentile 

3.3 

Top 1 Percent 

6.1 


Source: Uiban-Brookings Tax Policy Center Microsimulation Model (versicm 0305-3A). 


(1) Baseline is pre-EGTRRA law, evaluated in 2010. The AMT exemption is raised (to $34,000 for manied 
couples filing jointly, $38,250 for single filers) to keep the numbra' of AMT ttuqjayers equal to flic numbw 
who would have been on the AMT under jno-EGTRRA law. 

(2) Tax units with negative cash income are excluded fiom the lowest quintile but are included in the totals. 
Includes both filing and non-filing units. Tax units that are dependents of other taxpayers are excluded from 
the analysis. For a description of cash income, see htq)://www.ta3q)olicycenter.OT'g^axModel/iDcome.cfin 

(3) After-tax income is cash income less: individual income tax net of refimdabk credits; corporate income 
tax; payroll taxes (Social Security and Medicare): and estate tax. 
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Table 3: Distribntional effect of tax cuts in 2010 with equal dollar financing' 


Cash Income Percentile' 

Change in Afier-Tax Income (Percent/ 

Lowest Ouintile 

-26.6 

Second Ouintile 

-9.1 

Middle Qumtiie 

-4.2 

Fourft Ouintile 

-1.6 

Ton Ouintile 

2.7 

All 

0.0 



Addendum 


80-99 Peroentile 

1.4 

Top 1 Percent 

5.9 


Source: Urban-Brookings Tax Policy CentCT Microsimulation Model (version 0305-3A). 


(1) Baseline is pre-EGTRRA law, evahimed in 2010. The AMT exemption is raised {to $54,000 for married 
couples filing jointly, $38,250 for single filers) to keep the number of AMT taxpayers equal to tlM number 
who would have be^ ot the AMT under pre-EGTRRA law. Financing equals $19^ per tax unit. 

(2) Tax units with negative cash income are excluded from the lowest quintile but are included m the totals. 
Includes both filing and non-filing units. Tax units that are dependents of other taxpayers are excluded fiorn 
the analysis. For a description of cash income, see hflp://www.taxpo!icycenter.org/raxModel/income.cfin 

(3) Afier-tax inc(»ne is cash income less: mdividual income tax net ofrefimdable credits; corporate income 
tax; payroll taxes (Social Security and Medicare); and estate tax. 

The tax cuts must be financed in the future by some combination of lax increases 
and spending cuts, but at this point, it is impossible to say what specific changes will 
occur if the tax cuts are extended. As a result, I examine two hypothetical scenarios, 
which were developed in previous work with Bill Gale and otlwrs. in both scenarios, for 
ease of comparison, the financing is set so that the annual costs of the tax cuts would be 
fully paid in that same year. Tbe first scenario assumes that each household pays the 
same dollar amoimt to finance the tax cuts. Under this scenario, each household receives 
a direct tax cut based on the tax cuts, but it also “pays” $1,922 per tax unit (in 2010 
dollars) in some combination of reductions in benefits fitim government spending or 
increases in other taxes. Somethii^ close to this scenario could occur if the tax cuts were 
financed largely or entirely through spending cuts. I refer to this as “lump-sum” or 
“equal-dollar” financing, with results presented in Table 3.* 

The second scenario assumes each hoi^hold pays the same percentage of income 
to finance the tax cuts. In this case, each household receives a direct tax cut based on the 
Bush tax cuts, but also pays 2.6 percent of its income each year. Something close to this 
scenario could occur if the tax cuts were financed through a combination of spending cuts 
and progressive tax increases. I refer to tlus as “proportional financing,” with results 
presented in Table 4. 


‘ This is the equivalent of the hypothetical lump-sum tax that is used in diffeFential incidence analysis in 
standard academic research, ^plied to tax unite rather than individuals. 
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Table 4; Dtstribatiopal effect of tax cuts in 2010 with proportional financing* 


Cash Income Percentile' 

Change in After-Tax Income (Percent/ 

Lowest Ouintiie 

-2.5 

Secemd Ouintiie 

-1.2 

Middle Ouintiie 

-0.7 

Fourth Ouintiie 

-0.9 

Tod Ouintiie 

0.5 

All 

0.0 



AtMendum 


80-99 Percentile 

-0.2 

Tod 1 Percent 

2.3 


Source; Uiban-Brookings Tax Policy Center Microsimulation Model (version 0305-3A). 


(!) Baseline is pre-EOlTtRA law, evaluated in 2010. Tbe AMT exeiiq>tion is raised (to $54,000 for mairied 
couples filingjotnlly, $38,250 for sii^e file's) to keep the number of AMT taxpayers equal to the number 
who would have be^ on the AMT under pre-BGTRRA law. Financing equals 2.6 ptuvent of cash income. 

(2) Tax units with negative cash inccane are excluded fiom die lowest quintile bm are included in the totals, 
includes both filing and non-filing units. Tax imits that are dependents of other taxpayers are excluded from 
the analysis. For a description of cash income, see htq>://www.taxpolicycenter,ca'g^axModel/income.cfni 

(3) Afiw-tax income is cash income less: individual income tax net of refundable credits; corporate income 
tax; payroll taxes (Social Security and Medicare); and estate tax. 

The results under both financing scenarios are similar More tim three-quarters 
of taxpayers are ttmde worse off by the tax cuts. For example, under equal dollar 
financing, those made worse off include almost every household in the bottom 40 percent 
of the income distribution, 94 percent in the middle quintile, and even 80 percent in the 
fourth quintile. As with the results ignoring fimmcii^ the tax cuts are highly regressive; 
the difference is that after-tax income now actually declines for most families, rather than 
increasing by a smaller percentage than for high-income femilies. 

To be sure, this analysis assumes no effect on economic growdi from the tax cuts. 
As discussed below, however, the long-tenn effect of the tax cuts is unlikely to be a large 
positive impact on economic growth, and if anything is likely to be negative. 
Nonetheless, as a rough illustration, consider the effects if the tax cuts raised each 
component of pre-tax household income by 1 percent This assumption is generous, 
since a I percent increase in income exceed the potenti^ ^owth effects from the tax 
cuts in almost all recent studies. Even the Treasury Department’s central estimate, 
assuming that the tax cuts are offset by spending reductions, involves an increase of 0.7 
percent' When the offsetting spending reductions or revenue incre^es are properly 
included, most households would be worse off, even with a I percent incre^e in pre-tax 
cash income, than they would have been without the tax cuts.^ In other words, even an 
economic growth effect larger than the optimistic estimate projected by the Treasury 


'office of Tax Analysis, U.S. Department of the Treasury, “A Dynamic Analysis of Peimanent Extension 
of the President’s Tax Relief” July 25, 2006. 

‘ For equat-doilar financing, mwe than two-thirds of households are worse off, including almost everyone 
in the bMtom 40 percent oftheincoraedistribution, almost 90 percent ofthose in the middle quintile, and a 
majority of tiiose in the fourtii quintile. 



97 


Department itself is not sufficient to rescue most households from being worse off if the 
tax cuts were made permanent, once the financing of the tax cuts is included. 


The tax cute as an example of “YOYO economics” 

The tax cuts represent what Jared Bernstein has called the YOYO approach to 
economics — you’re on your own.® YOYO economics emphasizes die paramount 
importance of individual incentives almost to the detriment of all else, while paying little 
attention to market failures, the reality of individual decision-making as highlight^ by 
the growing field of behavioral ecom>mics, or even the feet that government sets the rules 
under which markets operate. Thus under fee YOYO view of economics, fee most 
auspicious way to boost private saving is to remove income and contribution limits on 
tax-preferred saving, fee best way of boosting productivity is to cut taxes, and so on. 
Improving economic performance is simply a matter of “getting government out of fee 
way.” 

In my view, YOYO economics is not only misleading and historically inaccurate. 
The obsession with tax cuts has led to significant budget deficits that depress national 
saving and expand the current account deficit And instead of a de^ respect for market 
forces temper^ by knowledge of their limitations, the assunqjtion th^ unfettered markets 
always produce fee best of all posable outcomes in all possible situations has meant that 
policy has not leaned again;^ the wind of inequality and insecurity, for to <k> so under fee 
YOYO view would mean increased distortions and less growfe. 


The tax cuts also exacerbate the volatility of family incomes. A progressive tax 
system helps to smooth fluctuations in household income, because they mean that 
households pay a smaller portion of their income in lower-income years and a larger 
portion in hig^-income years. Because fee tax cuts make fee tax code less progressive, 
tiiey reduce its effectiveness as a household income stabilizer and feereby worsen the 
volatility highlighted in Figure 5 above. 

The tax cuts and economic performance 

Some (tefenders of the tax cuts argue that despite the increase in government debt, 
reduction in national saving, ultimate reduction in income for middle-class families, and 
reduction in income smoothing associated with the tax cuts, one should focus on the 
effects of the tax cuts in promotii^ economic growfe. The tax cuts are not and have not 
been a particularly effective growth strategy, however. Over fee long term, they are 
likely to reduce economic groMvth rather than incre^e it 

The tax cuts did provide some short-run economic stimulus, but that is a 
mmimalist goal; almost any tax or spending package would have stimulated a 
recessionary economy to some extent. The more relevant question is whether fee policies 


Jared Bemstein, All Together New: Common Sense for a Fair Economy (Economic Policy InsUtute; 
Washington, 2005). 
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olfered a good anti-recessionary bang for the tax cut buck. Althou^ the tax cuts from 
2001 to 2003 were well-timed to provide a short-run economic stimulus, they were 
poorly designed for this task. Studies consistently show that the bang for the buck of the 
tax cuts was relatively low, while the effect of alternative policies would have been 
significantly higher. In particular, a tax cut or spending increase that was aimed more at 
those with middle and low incomes would have provided a much larger “bang for the 
buck” in terms of stimulating the economy in the short-run than the Bush tax cuts did. * ® 

Some proponents of the tax cuts argue that the current economic recovery shows 
that the tax cuts are “working.” There are three flaws in this argument. The first is that 
much if not most of the recovery is tied to oUier forces, not the result of the tax cuts. The 
second is that there were more cost-effective mechanisms avmlable to boost the economy 
in the short run. The final point is that the current recovery is actually not particularly 
strong, compared to previous recoveries. If the tax cuts have been so effective at spurring 
economic activity, and if the tax cuts are primarily responsible for the path of economic 
performance, one wonders why investoent, labor supply, and other key indicators have 
not perfonned better. As just two example, Figures 7 and 8 show the performance of 
private-sector payroll employment and of real business fixed investment during this 
recovery compared to previous business cycles. Both indicate that, if anything, this 
recovery lags behind the historical norm. Other indicators similar surest a weak 
recovery.*’ 

Several studies, using different methods and models, have sought to quantify the 
effect of the tax cuts on long-term economic growth. These studies have generally 
reached flie same conclusion: Making the tax cuts permanent is likely to reduce, not 
increase, national income in the long term.’^ If flie tax cuts are to raise economic growth 
over the long term, they must have a powerful enough direct effect on incentives for 
work, saving, and investment to overcome the drag on ^owth caused by higher budget 
deficits. The tax cuts, however, are not well-designed to provide strong incentives for 
additional saving, investing, and work.*^ As a result, after tiking the drag from the higher 
budget deficits into account, the net effect from the tax cuts is likely to be a reduction in 
long-term growth. 


See, for example, William G. Gale and Peter R. Orszag, “Bush Administration Tax Policy: Short-twm 
Stimulus,” Tax Notes, November 1, 2004. 

" For further d^ussion, see Isaac Shapiro, Richard Kogan, mid Aviva Aron-Dine, “How Dom TTiis 
Recoveiy Measure Up?” Center on Budget and Policy Priorities, August 2005. 

For a recent review, see Marc Labonte, “What Effeos Have the Recent Tax Cuts Had on the Economy?” 
CRS R^rt for Congress, April 2006. 

Mmiy households in the bottom half of the income distribution owe little or nothing in federal income 
taxes. Odiers higher up in foe income distrfoution are subject to foe Alternative Minimum Tax, which was 
only temporarily reduced by the tax cuts. As a result, a study using foe tax model at foe U.S. Department of 
foe Treasury foowed that foe 2001 tax cut, when folly phased-in, would provide no reduction in marginal 
lax rates for 76 percent of households. Similarly, calculations using the Tax Policy Center 
model indicate that, if both foe 2001 and 2003 tax cuts were made pennaient, 60 percent of filers, \riio 
coliecfively represent more than 40 percent of tajqiayers and repmt 30 percent of all taxable income, would 
not see a reduction in marginal tax rmes, relative to prc-2001 tax law. 
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Figure 7: Private-sector payroll employment for current and previous business 
cycles 



Peak +6 *12 +18 +24 +30 +36 +42 +48 

Mo. Mo. Mo. Mo. Mo. Mo. Mo. Mo. 


Source; Calculations based on dara from the Bureau of Economic Analysis. 
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Figure 8: Real business fixed investment for current and previous business cycles 


Percent Change frmn Business-Cycle Peak 



Qs Qs Qs Qs Qs Qs 

Source: Calculations based on data from the Dureau of Economic Analysis. 

111. An alternative growth strategy 

The tax cuts increase government debt, reduce national saving, impair loi^-term 
economic growth, ultimately reduce incomes for most families, and increase income 
volatility. The Hamilton Project is dedicated to an ahemative economic vision, one that 
promotes growth, broad-based participation in growth, and economic security, all of 
which can be mutually reinforcing. 

Economic growth will ultimately be stronger and more sustainable if all 
individuals have the opportunity to contribute to and beiefit from it When public policy 
excessively favors relatively few, growth suffers because the nation misses out on much 
of otir people’s potential for innovation and productivity. For example, without a quality 
public education, the middle-income child is less likely to become the highly productive 
worker of the fiiture; without adequate access to capital, the potentially successful 
moderate-income businesswoman is less likely to get her bminess off the ground. 
Furthermore, in political economy terms, excliuiing significant parts of the population 
from the fruits of economic growfli also risks a backlash that can threaten prosperity. 

In addition, Mjonomic security can increase economic growth. Many 
policymakers and analysts have been trained to believe that providii^ more security to 
femilies must come at the expense of economic performance and that these two goals are 
thus contradictory objectives. Especially over the long tom, however, the traditional 
view misses three key points. First, a b^ic level of security frees people to take the 
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risks— for example, starting a business, investing in their own education, or trying an 
imconventional career — that lead to economic growth. Second, if hardship does occur, 
some degree of assistance can provide the resources to help a family thrive again. For 
families experiaicing short-term difficulties, a safety net can thus be a springboard to a 
better future. Finally, a basic level of economic security can lessen political demands for 
protectionism and other growth-diminishing policies. To be sure, providing too much 
security can harm economic growth by excessively blxmting incentives to work, innovate, 
and invest, and some developed nations have gotten the balance wrong in this way. 
Policymakers must thus seek the right balance, recognizing that bodi the form and 
amount of economic security can affect economic growth and individual well-being. 

Given dlls alternative framework, what policy changes would be beneficial? In 
this section, I discuss some specific steps to boost growth by increasing national saving, 
improving education, and strengthening economic security. The Hamilton Project will be 
releasing additional proposals on topics ranging from technology to health care and tax 
reform in the coming months. 

Increase national saving 

Hi^er national saving would reduce the current account deficit, raise future 
economic growth, and increase future living standards. Since natioiia] saving is equal to 
IM:ivate saving minus the budget deficit, the key to raising it is to increase private saving 
and reduce the budget deficit. 

The options for tackling the nation’s fiscal imbalance, at least over the next 
decade or so, are well-known. The only real solution to the nation’s fiscal imbalance is 
some combination of reduced spending and increased revenue. Restoring fiscal discipline 
will require painful adjustments, and it is unrealistic to think that the required adjustments 
can he undertaken entirely on one side of flie budget or the other. The principal problem 
at this point is one of political choice and will The combination of serious and 
intermediate-term deficits and longer term entitlement imbalances is so large that the 
regular political process seems unlikely to produce a solution. Any specific i»oposal is 
apt to be immediately and sharply attacked. Moreover, these attacks taint the proposals 
put forward and tend as a consequence to take them off the t^le. Instead, the president 
and the leaders of both parties in both houses need to come together in a special process. 

With regard to private saving, tiie most important change is to make saving 
easier.’"* The current system is too complicated. Faced with difficult choices presented 
by 401(k)s and IRAs, many people simply procrastinate, which often means tiiey don't 
save. You shouldn't need a Ph.D. in fin^ce to figure out how to navigate a savings 
account. 


For more infmmation, see wwwjetirMnentsecuritvproiect.org . See also William Gale, Jcaiathan Gruber, 
and Peter Orsz^ “Improving Oppcntunities and Incentives for Saving by Middle- and Low-Income 
Households” (The Hainiltein Project, Washington, DC, April 200^. 
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How could we make saving easier? The most promising approaches involve an 
automatic 401(k) for workers at finns offering pensions and an automatic IRA for other 
workers. The 401(k) and IRA were originally designed for retirement saving, but today 
both accoimts can be used for a variety of purposes. They are the best saving vehicles we 
have, and we can make them better by automating th«n; 

• Automatic 401(1^. Under the automatic 401(k), workers would be automatically 
enrolled unless they chose not to participate. Their contribution rate would 
autom^cally rise over time, and their funds would be invested in a diversified, 
low-cost portfolio. That is, at each stage of the process, workers would enjoy pro- 
saving defeults, and they could always make different choices, such as opting out 
entirely or picking different portfolios. These changes matter. Participation rates 
among new low-w^e workers have jumped from less than 15 percent to 80 
percent when automatic enrollment is put in place. No other imaginable change 
boosts participation as much. The automatic 401(k) is becomii^ more common 
among employers, and Congress recraitly cleared away the legal issues that had 
been discouraging ofrier firms fix>m joinii^. So it's time for the rest of corporate 
America to help workers save. 

• Automatic IRA . Not all employers spon^r retirement plans: In 2004, more dian 
71 million people worked for an employer without one. An automatic IRA would 
help these workers save.*^ Under this system, companies not offering a pension 
would have to set up direct payroll deposits to IRAs for their work»s. Costs 
would be minimized through a no-frills design that would take advantage of 
payroll systems that are already hi place. Again, the defaults would set workers in 
a “pro-saving” direction unless they opted out 

In addition to making it easier to save, it would be fc^neficial to replace the 
existing “upside down” set of tax incentives for retirement saving, which mosdy 
subsidize asset shifting by hi^er-income hotiseholds rather than new saving by middle- 
and lower-income households, with a simple 30 percent match for everyone. The result 
would be a stronger incentive to save for 80 percent of households.^® New randomized 
evidence also suggests that transforming the incentive from a credit (that is, money 
returned to the tax filer in the form of a reduction in tax liability or a refund) into a match 
(that is, money deposited directly into the retirement account) would be more effective at 
inducing retirement contributions. 

This approach to saving differs dramatically from foe approach implied by 
you’re-on-your-own economics. Rather than focusing saving efforts on foe middle-class 
and on lower-wage earners, the you’re-on-your-own approach would direct the bulk of 
new incentives towm'd those who Steady save significant amounts. One common 
proposal, for example, would increase the maximum amount that can be saved on a tax- 


J. Mark Iwry and David John, “Pursuing Universal Retii«inent Security Through Automatic DtAs,” 
(Retirement Security Project, WashLi^on, DC, February 2006). 

William Gale, Jonathan Grubw, and Peter Orsz^ “Improving Opportunities Mid Incentives for Saving 
by Middle- and Low-Income Households” (The Hanilton Project, WashingUm, DC, April 2006). 
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preferred basis, such as by raising the amount tlmt can be contributed to an IRA or a 
401(k). Yet fewer than 10 percent of 401(k) participants, and about 5 percent of those 
eligible to contribute to IRAs, make the maximum contribution allowed by law. Simply 
increasing the maximum contribution amounts would have no effect on the vast majority 
of families and individuals who currently face no bar against making further toc-prefeired 
contributions. Instead, rising the contribution limits would largely provide windfall 
gains to households that already make the maximum contributions to tax-preferred 
accounts and save additional amounts in other accounts. Most of tite response to higher 
contribution limits likely would be a shifting of assets from ordinary accounts to tax- 
preferred accounts. The expanded tax preference thus would mostiy subsidize saving that 
would have occurred anyway, rather than eicourage new saving. As a result, if the 
expanded tax preferences were deficit financed (i.e., through govenunent borrowing), the 
subsidies mi^t lead to a reduction rather than an increase in net nation^ saving. 
Thus, these policies would foil to improve either household preparation for adverse 
economic shocks or social equity, and could even reduce net national saving. 

Education 

Education is an essential ingredient in broad-based growth, since it promotes both 
opportunity and productivity. And just as investments in physicd capital carry a rate of 
return, investments in human capitai do also. Indeed, studies suggest tiiat tiie real rate of 
return on investments in education ami Gaining programs — in terms of tiie payoff to 
lifetime earnings relative to the up-fiont costs — between 7 and 10 percent per year. 

The Hamilton Project has already released two discussion papers to imiaove 
education; it will release more in the future. One paper argues that teacher quality could 
be improved significantly by placing less emphasis on teacher credentials at the time of 
hiring and more emphasis on teacher effectiveness while on tiie job. This proposal is 
supported by r^eareh suggesting tiiat qualifications such as teaclm certifications provide 
almost no information about which applicants will prove to be the most effective 
teachers. Adopting tiie proposal would result in a larger number of teachers being hired 
each year— some with and some witiiout certification — but a more rigorous filter — 
involving performance on the job — ^for those teachers to receive tenure. The other 
discussion paper calls for Summer Opportunity Scholarehips so that economically 
disadvantJ^ed children can attend summer school or a summer enrichment program. This 
proposal is supported by research documenting summer learning loss, in which children 
from disadvantaged families, who have fewer opportunities for summer enrichment, 
experience greater losses in skills during summer vacations than do their more 
advantaged counterparts; these effects tend to cumulate over many summers. 


’’ Robert Gordon, Tlioinas J. Kme, and Douglas O. Staiger, “Identifying Effective Teadiers Using 
Performance on the Job,” (The Hamilton Project, Washington, DC, April 200^; Molly E. Fifer and Alan B. 
Krueger, “Sommer OKwrtunity Scholarships; A Proposal to Narrow the Skills G^,” (The Hamilton 
Ihoject, Washington, E)C, April 2006). 
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Economic security 

Higher private saving and quality education not only bolster economic growth; 
they also better prepare families for periods of economic difficulty. Although greater 
saving and more education can improve economic security, though, they are not a 
panacea. It is therefore critical to devise market-friendly ways to help families and 
workers deal with, economic difficulties. Effective programs must strike a difficult 
balance. As noted above, providing too little assistance not only can directly inhibit risk- 
taking and productivity, but also can trigger a backlash against policies that are broadly 
beneficial yet impose concentrated costs on specific firms or industries; at the same time, 
^sistance must be designed to avoid creating harmfully distorting incentives that impair 
overall growth. 

The harder cases, in which the need for balance is most critical, involve programs 
that provide crucial insurance but also may have significant incentive effects, such as in 
affecting decisions to work and save. An example is the nation’s unemployment 
insurance (UI) system. The innovation, competition, and shifts in business practices that 
fuel the dynamism of the American economy also create a turbulent labor market with 
substantial turnover. On an average day in 2005, for example, about 3.7 million people 
vdK) had lost their jobs through no fault of their own were unemployed and actively 
looking for work. The current unemployment insurance system helps cushion the shock 
of job loss and facilitate reemployment by providing limited income support for iqj to six 
months to workers who become unemployed through no fault of their own. Yet that 
system has not been fundamentally altered since its inception in the 1930s, and the time 
has come to consider changes. 

The Hamilton Project has released two discussion papers that take rather different 
approaches to restructuring UI. Jeffiey KJing of the Brookings Instihition notes tlat the 
current system offers no assistance to workers who become reemployed at a lower wage 
and &:e significantly lower lifetime earnings — ^which occurs for about one-third of 
people who take new jote after being laid off.** Kling proposes a fundamental 
restructining of the unemployment insurance system: Wage-loss insurance would jnovide 
long-term assistance to laid-off vroriters who are subsequently reemployed at lower 
salves; a newly created borrowing mechanism and system of self-funded accounts 
would assist workers during periods of unemployment. This proposal, Kling argues, 
would better protect workers against the loi^-term effects of involuntary unemployment, 
better tatget benefits toward those who most need assistance, and encourage 
reenqjloyment Kling’s budget-neutral reform would provide help to workers coping with 
the longer-term hardships against \^ch they are least able to protect themselves. If 
adopted, the new system would cut in half— from 14 percent to 7 percent— the share of 


'* Jeffrey R. Kling, “Fundamental Itestnicturing of UnMoployment Insurance: Wage-Loss Insuiance and 
Temporary Earnings Replacement Accounts” (The Hamilton Projea, W ashin g ton ^ DC, 2006). 
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!aid-off workers with wage declines who experience very large drops in earnings at their 
new jobs. 

An alternative approach to refonning the unemployment insurance system is 
described in a discussion paper by Lori Kletzer of the UnivKsity of California at Santa 
Cruz and the Institute for International Economics and Howard Rosen of the Institute for 
Intenational Economics and the Trade Adjustment Assistance Coalition.'® Kletzer and 
Rosen believe that UI should remain focused on providing assistance during short-term 
periods of unemployment. To make UI more responsive to a labor market that has 
changed substantially since the i»ogram was created in 1935, Kletzer and Rosen propose 
three broad changes to UI. First, they would establish national standards regarding the 
level and duration of UI benefits, p-ogram eligibility (expanding eligibility to include 
part-time and seasonal workers and reentrants to the labor force), and pogram financing 
(raising tiie nuiximum federal taxable wage b^e). Second, they would allow self- 
employed workers, and p^haps others, to make a limited amount of tax-favored 
contributions to newly created pemonal unemployment accoimts. Contributions would be 
matched by the federal government. Funds could be withdrawn later to cushion severe 
economic loss or to pay for trainh^ or a job search. Finally, Kletzer and Rosen propose 
sitpplementing UI with a wage-loss insurance program that would of&et some of the 
earnings lost by those who are laid off and then reemployed at low«: wages. 

Both papers recognize the need to reform UI and to add a wage insurance 
component. A significant difference between them, though, is the relative emphasis on 
long-term protection against reduced wages. Kling believes that this should be tiie focus 
of a system to help displaced workers, whereas Kletzer and Rosen hold that short-term 
income support during the period between termination and reemployment should 
continue to be the mainstay of a comprehensive unemployment system. In addition, the 
Kling proposal would be revenue neutral, while the Kletzer-Rosen poposal wjuld 
incite ftmding for UI and related programs. 

A tiiird discussion paper released by TTje Hamilton Project considers broader 
changes in how the nation could address economic security. Jacob S. Hacker of Yale 
University proposes the creation of Universal Insurance focused on providing temporary 
and partial relief from severe economic shocks.^ This Univasal Insurance program 
would be available to nearly all American families. To limit potential incentive problems 
and to target relief effectively, Hacker’s proposal wotild inovide only fractional and 
temporary insurance and would only be triggered if certain qualifying conditions were 
met, and if family income suddenly declined by more than 20 percent or out-of-pocket 
health costs exceeded 20 percent of income. Although most families woidd be eligible, 
the program would be most generous for lower-income families, vrfuch have the fewest 
resources of their own. Hacker estimates that his proposal would reduM by half the risk 
of a family income decline of 50 percent or more. He argues that this type of insurance — 


'* Lori Kletzer and Howard Rosen, “Reforming Unen^loyment Risurance for die Twenty-Fiist Century 
Workforce,” (The Hamilton Project, Washington, EiC, September 2006). 

“ Jacob S. Hacker, "Universal Instance: ^ibancing Eomomic Security to Promote Opportunity,” (The 
Hamilton Project, Washin^n, DC, September 2006). 
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covering a range of risks but limited to particularly dramatic cases to minimize incentive 
problems— is likely to provide a stronger platform for enhancing economic security in a 
world of rapidly changing risks than the current fragmented collection of categorical 
programs. As the nation struggles with the consequences of increased income volatility, 
this proposal should be actively debated along with other potential policy responses. 

A final idea I’d like to highlight was developed by Lily Batchelder of NYU, Fred 
Goldberg of Skadden Arps, and me.^ As noted above, a progressive tax system can help 
to smooth after-tax income volatility. We could make the tax code both more progressive 
and more efficient at the same time by reforming the way we provide incentives for many 
activities. The nation devotes roughly $500 billion a year in tax incentives to subsidizing 
socially braieficial activities (such as retirement saving, health care, education, and home 
owne^p). The vast majority of these incentives take the form of deductions or 
exclusions, which link the size of the tax break to a household’s marginal tax bracket. In 
the absence of evidence that high-mcome households are more responsive to the 
incentives or genwate larger socid benefits than low-income households, thou^, the 
subsidies should instead be delivered in the form of uniform, refundable credits, so that 
they do not vary by income — ^^^lich would be both more efficient and more equitable 
tl^ the current system. It would make the tax code mom progressive, which would help 
to cushion fluctuations in after-tax income, at the same timf* as making the system more 
efficient. 

ConclusioD 

The United States has many great strengths — entrepreneurship, flexibility, 
education, and openness to new people and new ideas — ^which are qualities that die world 
economy rewards. Without a change in course, however, the lifetime prospects of 
today’s younger Americans will be uimecessarily and unfairly inhibited — undermining 
the traditional vision of ever-increasing opportunity for succeeding generations. 
Regardless of whether a substantial focus on maiginal tax rates may have been 
^jpropriate when such rates were 70 percent or higher, that day has long passed, and 
therefore such a focus is no longer relevant The time is overdue for an alternative 
economic growth strategy, one that is more attuned to die situation in which the nation 
now finds itself and that is dedicated to promoting broad-based participation in growth 
along with economic secmity. Increasing national saving, imjsoving education, and 
revamping the nation’s approach to economic security would all represent ste]» in the 
right direction. 


Lily L. Batchelder, Fred T. Goldberg, and Peter R, Oiszag. ‘'Efficiency and Tax Incentives: The Case 
for Refundable Tax Credits,” 59 Starford Imw Review (forthcoming), See also Lily L. Batchelder, Fred T. 
Goidbfflg, Jr, and Peter R. Orszag, “Re&aming Tax Incentives into Uniform Refimdable Tax Credits,” 
Brookings Institution Policy Brief #156, August 2006. 


Senator Gregg. That you, Doctor. 

Senate Banning. 

Senator Bunning. You surprised me, Mr. Chairman. 

Senator Gregg. I thought I would let you start. We are going to 
have a vote here, and I want to make sure everybody gets a 
chance. 

Senator Bunning. Looking to the tax burden as a share of GDP, 
we see a definite trend of receipts heading back to their historical 
levels of about 18 percent of GDP. If we keep the tax rates where 
they are, then the projections are that receipts will stay near this 
historical range; however, if we raise taxes by allowing recent tax 
cuts to expire, the projections are that we will see the tax burden 
rise to over 20 percent of GDP. 

Can you comment on what impact the tax burden of this level 
would have on the economy? Is, as some of our colleagues suggest, 
the only path to fiscal restraint a return to record levels of tax- 
ation? 

I ask all of three of you that question. 
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Mr. Edwards. I would say the way to think about particularly 
the supply side tax cuts that have been passed in 2001 and 2003 
is that they are long-term reforms that do good things for long- 
term growth in the U.S. economy, and the Joint Committee on Tax- 
ation study that came out last year that I cited in my testimony 
is a good example of that. A cut to taxes on capital income boost 
long-run growth even taking into account other affects, like 
changes in interest rates. 

Something I would point out about recent tax cuts that have 
been about 2 percent, that account for about 2 percent of GDP, I 
went back and I looked at how big the tax increases in 1990 and 
1993 were. You may remember that. 

Senator Running. Yes, I remember that. 

Mr. Edwards. George Bush I and President Clinton both in- 
creased income tax rates, particularly at the top end. The 1993 and 
1990 tax hikes are essentially a wash with the 2001 and 2003 tax 
cuts. They are both about 2 percent of GDP. So one way to look 
at recent tax cuts is that it really is getting back to where we were 
in the late 1980’s after the 1986 Tax Reform Act. In fact, our top 
income tax rate is still higher than it was in 1986. 

So, you know, looking at this over the long term, we don’t think 
recent tax cuts were large in the share of GDP. 

Mr. Orszag. Senator, what I would say is that there are obvi- 
ously two main factors to take into account when evaluating the 
impact of that kind of change on the economy. The first is how you 
raise the money, and the second is what you do with it. If we raise 
the money in an efficient way and we use it to invest either in re- 
ducing the deficit or in things like preschool education, for exam- 
ple, I think the net effect would be positive. It is just the flip side 
of the studies suggesting that the long-term impact of the tax cuts 
is negative. In other words, what you ask is the flip side of a tax 
cut, so consider a tax cut that reduces marginal rates. It may have 
some benefit on the economy because it strengthens incentives to 
work and invest, although my view is that evidence on that sug- 
gests those effects are relatively weak, but to the extent that it is 
financed by a deficit, there is a drag on the economy from that def- 
icit, and most of the studies suggest that the net effect is, if any- 
thing, negative. So you could turn that on its head to answer your 
question. 

Senator Running. We all realize if we don’t do something about 
automatic spending increases with our Medicare, Medicaid, and So- 
cial Security, that by the year 2030, we won’t have any excess 
money to spend for Federal Government. We will have spent every- 
thing on entitlement programs, or at least we won’t be able to de- 
fend our country. Do you have any suggestions what to do as far 
as entitlements are concerned? 

Mr. Hassett. I guess Peter has a plan on Social Security that 
I am sure he will be able to talk about. 

Senator Running. Well, I have a lot of plans, but I can’t get any- 
where with them. 

Mr. Hassett. I think that the key is that it is important — the 
first key is to recognize that it is important to start soon, because 
whatever you are going to do is going to involve reducing benefits, 
reducing net benefits to current recipients, and the longer we give 
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individuals a chance to plan ahead for that, the more they can 
change their saving today and be prepared. 

I think Senator Greggs SOS bill has some ideas about how to 
fold the entitlements into the real budget process, and I am quite 
confident that in the end, if we don’t double the size of government, 
that we are going to end up adopting a bill that looks something 
like his. 

Mr. Orszag. Senator, I think the real key here is health care. 
That is the major driver of the long-term fiscal imbalance. There 
is both a sort of problem and an opportunity. The problem is that 
I don’t think that you are going to be able to make a significant 
change in the health care obligations of the Federal Government 
without a significant change in the rate of growth in the private 
sector health care also. The systems are too linked. Costs per bene- 
ficiary in public programs have tracked cost per beneficiary in the 
private sector over long periods of time, and the patients are being 
treated at the same hospitals. You can’t just rip the systems apart. 

The opportunity is that there are significant possibilities for re- 
straining cost growth in health care without impairing health out- 
comes. For example, costs vary across the United States, different 
regions of the United States, for reasons that don’t have anything 
to do with outcomes. They are not correlated with how healthy peo- 
ple actually are or what their responsive to health care is. It seems 
like it comes down to things like doctor practice norms in different 
regions, that in some regions, doctors order all sorts of test that 
aren’t actually necessary. In other regions, they don’t do that. 

Senator Bunning. That is called covering your backside. 

Mr. Orszag. It is, but there are major opportunities for — basi- 
cally, we are at the flat part of the health expenditure, health out- 
come curve. So there are major possibilities to restrain cost growth 
without actually hurting people and perhaps actually even helping 
them, and that strikes me as the most important thing for the 
United States to tackle in terms of getting our long-term fiscal 
house in order. 

Senator Bunning. That is my time, but go right ahead. 

Mr. Edwards. I think entitlements ought to be cut and we ought 
to have phase-in cuts to all the major entitlement programs. I 
think Social Security, a simple long-term valued-added there would 
be to switch from wage indexing to price indexing for initial bene- 
fits. That would slowly over decades reduce benefits, which I think 
is a very fair thing to do. We know we have got a big problem. If 
you let young people know now that benefits are going to be cut 
in one, two, three decades down the road, they can plan ahead and 
save more. 

On Medicaid, I think we ought to do the same thing with Med- 
icaid that we did for welfare reform in 1996, turn it into a Federal 
block grant. That way, we can control the Federal contribution to 
the program over time. Medicare, I think the CBO Budget Options 
book has a number of good ideas for increasing deductibles for 
Medicare. 

I think all these changes could be made on a progressive basis 
if you want some sort of bipartisan compromise. You could have 
progressive price indexing for Social Security benefits. 
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Senator Running. You also realize if we mean-tested all of these 
programs, the weeping and gnashing of teeth we would have at 
these seats that are sitting up here. That would he a very good so- 
lution in every instance if you give a warning out front that this 
is going to happen. 

Thank you all very much. 

Senator Gregg. Thank you, Senator. 

Senate Conrad. 

Senator Conrad. You have heard presentations that I have made 
here about the unsustainable nature of our current fiscal policy. I 
think, basically, in different words, you have all basically agreed 
with it, that long term, we are on a unsustainable course. Let me 
ask you in order, Kevin, starting with you, if I could, if you could 
wave a magic wand to deal with the long-term imbalances, can you 
just give us a couple of sentences on what you would do? 

Mr. Hassett. Thank you for the opportunity. Senator. Yes. I 
would take Social Security and, as Chris suggested, index it, the 
prices, so that, again, people have a long time to see the reduction 
in benefits when they retire. On health care, I think that what we 
need to do is move toward a system where copays and so on by par- 
ticipants in the program depend their usage of health care in the 
previous year by participants in the program. I think we need to 
build a kind of sense of community that when they are seeking 
health care as an elderly person, they are asking something of 
their community, something that you want to provide to others so 
that you don’t consume more than you need. 

But I think that we need to move toward a system where the 
health system itself is more — that the fees of it are more related 
to what people do so people can see the effect they have on every- 
body else whether they consume a lot of health care. So I would 
like to tie those two over time, but again, I would not want to do 
it overnight. We would have to move gradually toward that system. 

Senator Conrad. Chris. 

Mr. Edwards. One way to think about what the Federal Govern- 
ment does is, and there has been a few major studies on this in 
the past, is look at who gets the benefit of Federal spending. CBO 
did a nice study about a decade ago that looked at who gets all the 
benefits of Federal Government spending in terms of income dis- 
tribution. It turns out that the Federal Government does not slant 
its spending toward the bottom end like a lot of people think it 
does. The distribution spending is actually right across the board 
from the wealthiest to the poorest. 

So I think the only way to get a good bipartisan compromise on 
spending cuts is cut the corporate welfare, cut the business benefit, 
cut benefits of Medicare, Social Security, etc. for higher income peo- 
ple and give people warning that benefits will likely be phased 
down, but it seems to me that is the type of approach we need for 
the long run. 

Senator Conrad. OK. Peter. 

Mr. Orszag. Senator, I would lock you all in a room and not let 
you out until you had come up with a solution. 

Senator Gregg. That is my bill. That is my bill. 

Mr. Orszag. And I can go through my litany of what I think you 
all should do, but I think the main problem at this point is one of 
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political will and that if you all got in a room and were not allowed 
out until you actually had a solution, that would make far more 
movement toward an answer than my trotting out all by Brookings 
studies. 

Senator Conrad. Let me ask you, though, if we were locked in 
the room and you were the only advisor allowed in, what would you 
recommend to us be the focus? 

Mr. Orszag. ok. 

Senator Conrad. Where would you start? 

Mr. Orszag. I would start with health care, in order, health care, 
revenue, and then Social Security, and that reflects the relative im- 
portance of various factors in contributing to the long-term deficit. 

So on health care, I would be looking at ways of changing those 
practice norms. I would be looking at more personal responsibility, 
because I think that is an important component of improving 
health outcomes and restraining cost growth. I would be looking at 
preventive care. I would be looking at a whole variety of things. We 
don’t have all the answers there. 

Senator Conrad. Let me stop you and ask you how about the 
chronically ill. We know that about 5 percent of Medicare bene- 
ficiaries use half of the money. It seems to me, you know, in busi- 
ness school, I learned to focus like a laser on that kind of statistic. 
How about the notion of focusing on the chronically ill to better co- 
ordinate their care as a way of saving money and getting better 
health care outcomes? 

Mr. Orszag. Certainly, you know, when looking to close a budget 
gap, it helps to look where the money is, and that is certainly an 
area that would be worthy of scrutiny along with, and relatedly, 
long-term care. I think there is a lot more that could be done, for 
example, with private long-term care insurance to make that mar- 
ket work better also. So health care is, obviously, a big component. 

On revenues, I think that we could very easily reverse at least 
part of the tax cut and do some other steps on an individual income 
side. I would replace the estate tax with an inheritance tax so that 
Paris Hilton could not inherit hundreds of millions of dollars tax 
free, and I would also re-examine the base of the corporate income 
tax in a world in which capital is increasingly mobile. I think there 
are changes that could be made to the corporate tax that would 
also sure up that revenue for the Federal Government. 

Finally, after you have solved all of that, I would be willing to 
let you out of the room, but if you wanted to keep going, there are 
changes that could be made with regard to Social Security also. 

Senator Conrad. Would everyone agree that the long-term short- 
fall — this is my last question, Mr. Chairman — the long-term short- 
fall in Medicare is far greater than the projected shortfall in Social 
Security? Isn’t it really like seven times as much? 

Mr. Edwards. It is more a variable too though. For Social Secu- 
rity, we know with much greater certainty what the future benefit 
burdens are. Health care, we might be lucky. Technology might 
save us. We don’t know for sure. 

Senator Conrad. You know, you can also make an argument 
that technology may increase our costs. When I look at the break- 
ing of the genetic code and the new technology that is flowing from 
that, it is incredibly exciting. It extends life. It improves quality of 
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life. It also probably is going to increase costs, at least in the short 
run. 

I want to thank the witnesses. I thank all of you. You really are 
thoughtful people, and it is valuable to the committee to have you 
here. 

Senator Gregg. Thank you. Senator. 

I thank the witnesses. The points that you have made, I pretty 
much agree, except for a couple of yours. Dr. Orszag. 

Mr. Orszag. Right. 

Senator Gregg. But, basically, the thematic, if I could try to de- 
fine the thematic statement here, it is that we have got to get con- 
trol over our entitlement accounts. Getting control over our entitle- 
ment accounts is going to take discipline and it is going to take po- 
litical will and it is going to take the primary area of focus on 
health care and how we deliver health care in this country as we 
move into a generation which is going to double the size of retirees. 

Social Security is a very definable world. It only has like six mov- 
ing parts, and they are very correctable. All we need is the political 
will. We know how to correct it. We change the benefit. We adjust 
the COLA so it is an accurately accounting to COLA and you ad- 
dress the fact that people are working longer, and you have basi- 
cally solved the problem of Social Security. 

But the issue of health care is much more complex and it gets 
to the question which the Senator has made, the point the Senator 
has made, which is you have got a very small percentage of the 
beneficiaries using the vast majority of the resources. You have got 
the technology issues. You have got the matrix, which is so com- 
plex. 

I have ideas on all these areas, and I appreciate you. Doctor, 
mentioning my SOS bill, which basically goes to what you sug- 
gested, Doctor, which is that we should have a system here where 
the procedure drives the policy, where you basically do put every- 
body in a room, give us some ideas, and basically the people in the 
room would be us, and then require us to act on those ideas. So 
I agree with that. 

But to get to a couple of philosophical points which were made 
here on tax policy, we have some disagreements. I am sensing that 
some of you or maybe all of you — in fact, you. Dr. Orszag, if I un- 
derstand your position correctly, there are some tax cuts which 
make more sense than other tax cuts, and certainly that was the 
point that was made by other witnesses, that there are some tax 
cuts that make sense from the standpoint of growing the country’s 
economy and creating more incentive for savings that are better 
than other tax cuts, and so I would like to get your thoughts as 
if we are going to focus on tax cuts which produce more economic 
activity and, as a result, produce a better economy which means 
more jobs, and in my opinion, more revenue. What are the tax cuts 
that we should be focused on and are all tax cuts the same? 

I have a prejudice here. I can give you my answer, but I would 
be interested in your answer. Why don’t we start at this end and 
go this way this time. 

Mr. Orszag. Not all tax cuts are the same. I would note, though, 
that the context in which tax changes occur is very important. 
Given the very low level of national saving and given the very large 
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fiscal imbalance that we face, it is not at all clear to me that tax 
cuts should be anywhere near the top of the agenda at this point, 
but if you wanted to focus on tax changes, what I would actually 
do is come back to the idea that I mentioned before, which is we 
are spending $500 billion a year very inefficiently through the Tax 
Code in providing incentives for retirement and health, home- 
ownership, and other things that we are trying to encourage. I 
would significantly re-examine that entire activity. 

Senator Gregg. You said go from deductions to credits. 

Mr. Orszag. I said go from deductions to credits. 

Senator Gregg. Of course, the bottom quintile of the taxpayers 
in this country don’t actually pay any taxes. They actually get a re- 
fund. The bottom 20 percent would not be affected by that either. 
Just as a distributional event, it would have no affect on the bot- 
tom 20 percent. 

Mr. Orszag. Well, for example, let us take retirement savings. 
On a revenue neutral basis, you could take the tax preferences for 
401Ks and IRAs and transform them into a 30 percent match that 
went into someone’s account regardless of whether they owed per- 
sonal income taxes or not, and that would raise the incentive to 
save for over 80 percent of households and would be much more ef- 
fective at actually urging new savings. 

Senator Gregg. And the cost would be the same, is what you are 
saying. 

Mr. Orszag. Right. 

Senator Gregg. That is interesting. 

Mr. Edwards. I agree partly with Peter. In fact, the approach 
taken in the two plans under President Bush’s tax commission, his 
report that came out, I guess, last November was converting a lot 
of the deductions, like the mortgage interest deduction, into credits. 
I think that is actually a pretty good idea, using the revenue that 
you save to lower the tax rate. That would make the Tax Code 
more efficient. It would target some of these deductions and credit 
that the Congress likes to put into the Tax Code at the bottom end 
to limit their cost, and that is reasonable. 

I think looking forward, the big crunches in the revenue system 
in the coming years are the expiration in the Bush tax cuts, the 
gigantic AMP problem, of course; but the third one that will be- 
come more and more and more important in the coming years is 
the absurdly high corporate tax rate the United States has. The 
data from 2005 show that the average corporate tax rate across the 
25 European Union countries was 27 percent. Our Federal rate is 
35 percent. Our State and local rates go up to about 10 percent in 
New York City. 

We have got a terrible problem here. We all know we have got 
problems with the competitiveness of the big corporations, the 
automobile companies, airlines, and others. I think the corporate 
tax rate is really something we really have to look at. In look at 
Senator Kerry, when he was running for President, he had a cor- 
porate tax reform plan. So I think that really is something we need 
to look at going ahead. Global capital will only get more mobile. So 
the problem will become greater and greater over time. 

Senator Gregg. We have an answer that is call New Hampshire. 
There are no sales or income tax. 
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Mr. Hassett. Thank you, Senator. I actually agree with hoth 
Chris and Peter on their main points. I think that if you want to 
think about what a good tax cut is, think a good tax cut is one that 
will help the economy. It is something that lowers the margin rate. 
It is something that moves us toward a consumption tax. Right 
now, the place the U.S. tax policy is most out of whack with the 
rest of the world is the corporate tax code. Senator Kerry did recog- 
nize that and suggested a reduction in the rate. I think that a re- 
duction in the rate that is significant is really important, because 
right now, our firms have an incentive to locate their activity over- 
seas to pay a lower tax, and you can spend a gazillion dollars in 
enforcement to try to stop that, or you can just lower the rate a 
little bit so we are in line with everyone else. 

I think that the kind of tax reductions that don’t have an affect 
on the economy very often are there for other reasons, and you 
might still want to do them. For example, the child credit might 
stimulate fertility, but it is not going to stimulate the economy. 

With Peter’s $500 billion point, I thought that I would finish 
with a point of, perhaps, rare consensus which I think is worthy 
of note for the committee, and that is that many of these base nar- 
rowing features of the Code, like the mortgage interest deduction, 
don’t really have their intended consequence. The mortgage inter- 
est deduction really doesn’t stimulate homeownership, because the 
people who are going to own a home anyway are the ones who take 
it. So if you think that you should have a subsidy in homeowner- 
ship because you want to get people in homes to build communities 
and make them join the school committees and so on, then you 
need a different animal than what we have. 

So I think if we look at our Code right now, it is a mess because 
we have a lot of things that narrow the base that don’t do what 
we intend, and that is really an opportunity for significant reform. 

Thanks. 

Senator Gregg. Thank you. 

Your testimony has been excellent and very valuable, and I hope 
somebody will take it beyond us, because I think we are in agree- 
ment with it, and we need to convince other folks of taking advan- 
tage of it. We are in general agreement with it. 

There is a vote on. So we are going to have to end this hearing. 
Again, thank you for taking the time. Thank you for your input. 
It has been superb. I appreciate it. 

The hearing is adjourned. 

[Whereupon, at 11:56 a.m., the hearing was adjourned.] 
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